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discusses in detail the responsibilities of directors, the 
pitfalls of bank management and operation, and the 
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set up so as to avoid embezzlements and defalcations. 
It contains many samples, schedules and forms used 
in undertaking an audit so that it is complete in every 
way. 
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trust provisions, a will and revocable 
trust employing the pour-over tech- 
nique, and two stock purchase agree- 
ments and trusts. 


Completely rewritten chapters on 
taxation, bringing you up to date on 
this vital aspect of estate planning, 
with special emphasis on the marital 
deduction. 

Expanded treatment of life insur- 
ance and particularly business insur- 
ance trusts. 


a vast amount . practical, firsthand 
experience in aspects of estate 
planning. The authors worked to- 
gether for fifteen years and devoted 
most of their time in practice to 
problems in the field. Mr. Farr, 
who collaborated with Mr. Shattuck 
in the preparation of this Second 
Edition, also worked with him in the 
preparation of the First Edition. 
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The Use of Set-Off, Counterclaim and 
Recoupment Availability Against 
Commercial Paper 


WILLIAM O. MORRIS® 


The question as to whether a defendant when sued upon 
a negotiable instrument may claim the benefit of a set-off, 
counterclaim or recoupment against the plaintiff has resulted in 
more than an ordinary amount of difficulty, uncertainty and 
confusion in the various courts of this country. In spite of the 
enactment by all the states of either the Uniform Negotiable 
Instruments Act of Uniform Commercial Code and in many 
states modern rules, there is to this day a lack of complete 
uniformity in the decisions respecting the use of a set-off, 
counterclaim or recoupment when a negotiable instrument is 
involved. However, it does appear that the courts in the 
majority of jurisdictions are striving to reach uniform and con- 
sistent results. The decisions are definitely showing a pattern 
based upon rather sound reasoning. While much of this 
article deals with the laws of West Virginia, it will for the most 
part express the views of the courts of the majority of juris- 
dictions. The variations will be found in some state decisions 
because of statutory modifications aad rules of courts. The 


* Associate Professor of Law, University of West Virginia; Member of the Bars 
of the State of Illinois, Commonwealth of Virginia; United States District Court 
(Eastern District of Illinois), United States Supreme Court; A. B. College of 
William and Mary in Virginia; LL. B. University of Illinois 
This article is the text of an address delivered before the Marion Guy Bar 
Association, Fairmont, West Virginia at its winter meeting. It is reprinted with 
the | wag my of the editors of the WEST VIRGINIA LAW REVIEW, published 
by West Virginia University, Morgantown, W. Va. 
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West Virginia decisions and statutes appear to fairly represent 
the most acceptable views on this subject. 

The discussion of this matter will for the most part be 
limited to the consideration of the use of set-off, counterclaim 
and recoupment as a device for endeavoring to reduce or 
deny to the plaintiff recovery in an action based on the negoti- 
able instrument. For a complete understanding of the prob- 
lems and the terminology used, it is necessary for background 
purposes to examine and consider the general laws relating to 
the use of set-off, counterclaim and recoupment as used by the 
defendant when sued by the assignee, as distinguished from an 
indorsee, of a nonnegotiable chose. This will permit a com- 
parison of their availability in litigation involving actions on 
either a negotiable or nonnegotiable claim. 


It is elementary that choses in action whether negotiable or 
nonnegotiable, other than those which might be considered 
highly personal in nature,' illegal, immoral or containing a 
restriction against an assignment” may be transferred from one 
owner to another party, designated as an assignee, without the 
consent of the obligor. One's rights in a negotiable instrument 
may be transferred by either an assignment or a negotiation. 
Every negotiation by necessity includes all the elements of an 
assignment, it is equally clear that every assignment does not 
constitute a negotiation. It should be observed that a true 
negotiation of order paper may only be accomplished when a 
negotiable instrument which is payable to the order of a desig- 
nated party, or negotiable paper which was originally payable 
to the order of a designated party has been indorsed specially 
is subsequently indorsed by the payee or special indorsee and 
delivered to the recipient. While if the negotiable instrument 
were originally payable to bearer or has been indorsed in blank 
by the proper party, it may subsequently be negotiated to 
another party by mere delivery, no indorsement being necessary. 
Negotiation only occurs with the transfer of a negotiable 
1 Delaware County v. Diebold Safe and Lock Co., 183 U.S. 473 (1889); Bruck v. 


Taylor, 152 U. S. 634 (1894); Arkansas Valley Smelting Co. v. Belden Mining Co., 
127 U. S. 379 (1888). 


2 White v. Raleigh Wyoming Mining Co., 113 W. Va. 522, 168 S. E. 798 (1933); 
Lockerby v. Amon, 164 Wash. 24, 116 Pac. 463 (1911); LaRue v. Groezinger, 84 
Cal. 281, 24 Pac. 42 (1890). 
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chose when done in such a manner as to enable the acquirer 
thereof to qualify as a holder’* of the instrument. The term 
assignment is used to identify the transfer of a nonnegotiable 
claim or the transfer of negotiable order paper by mere delivery 
so as to vest title to the claim in the assignee.* 


One acquiring an instrument by negotiation may, but does 
not always, acquire a superior position than one who comes 
into possession of the instrument merely by an assignment. 
This results from the fact that one acquiring an instrument by 
a negotiation may qualify as a holder in due course of the instru- 
ment and thus be free of personal defenses which might have 
been available if pleaded against a prior party. It is basic law 
that those defenses which are purely personal in nature may 
not be used against a holder in due course of a negotiable 
instrument. The assignee of a negotiable instrument occupies 
relatively the same rights as an asignee of a nonnegotiable chose 
for in either case any defense which would have been available 
against the assignor will likewise be available against a claim 
made by the assignee of either a negotiable or nonnegotiable 
instrument. 


RIGHT OF AN ASSIGNEE TO INSTITUTE SUIT 
IN ASSIGNEE’S NAME 


Whether an assignee may institute an action in his name or 
must maintain the action in the name of the assignor for his 
benefit is now governed in most states by statute. 


It has been held in a number of cases that an assignee only 
acquires the equitable title to the chose by an assignment. In 
the cases so holding, and in the absence of statute, the assignee 
would be denied the right to institute a law action thereon in his 
own name, but would have to institute the action in the name 


3 “Holder means the payee or indorsee of a bill or note, who is in possession of it, 
or bearer thereof.” W. Va. Code ch. 46, art. 17, §1 (Michie 1955); Uniform 
Negotiable Instruments Act §121. 

Federal Intermediate Credit Bank v. Carolina Petroleum Co., 154 S. C. 435, 151 
S.E. 788 (1930). 


* The term assignment should be limited in its application to the transfer of in- 
tangible rights as distinguished from the transfer of tangible property. In re 
Beffa’s Estate, 54 Cal. App. 186, 201 Pac. 616 (1921); Restatement, Contracts 
§149(1) (1932). 
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of the last holder of the legal title for the assignee’s use.” 


In those states in which a real party in interest statute has 
been adopted, or the legislature has otherwise enacted per- 
missive legislation, the assignee is at least permitted to sue in 
his own name. In these states the question whether the assignee 
acquired the legal or merely the equitable title to the claim is 
now for the most part only of academic importance. 


At common law the transferee of negotiable paper acquired 
the equitable title to the claim and was only permitted to in- 
stitute an action thereon in the name of the last holder of the 
legal title for his use.° 


The West Virginia Code, ch. 55, art. 8, sec. 9, codifies the 
right of an assignee to sue on the assigned claim by the following 
language: “The assignee of any bond, note, account, or writ- 
ing, nonnegotiable . .. may maintain an action in his own name, 
without the addition of ‘assignee’; . . . but shall allow all just 
defenses and set-off, not only against himself, but against the 
assignor, before the defendant had notice of the assignment.”” 
Clearly under the plain language of this statute, the assignee 
of a nonnegotiable chose is entitled to institute the action in 
his own name in any West Virginia court, and the defendant 
is permitted to use a set-off, counterclaim or recoupment against 
the assignee of any claim which he might have had against the 
payee or obligee. It would not seem to be important in West 
Virginia and those states having similar statutes to determine 
whether the assignee of a nonnegotiable chose has or has not 


5 Coffin v. Talbert, 110 Fla. 181, 148 So. 184 (1933); Country Home Light and 
Power Co. v. J. J. Fitzgerald Co., 219 Ky. 313, 292 S.W. 833 (1927). 
6 “This was true because the assignee took only the equitable title to the instrument. 
He could not sue thereon in his own name either in equity or at law. The suit or 
action had to be brought by, or in the name of the assignor, for the benefit of the 
assignee. Whether the suit was brought in equity or at law, the assignee stood 
at the bar in fact as in name in all respects in the shoes of the assignor....” (Two 
exceptions to the above stated rule were enumerated but neither are important here. ) 
Stegal v. Union Bank and Federal Trust Co., 163 Va. 417, 438, 176 S.E. 488, 
446 (1934). 

The assignee was from an early date permitted to sue at law in the name of 
the assignor. Master v. Miller, 4 Term. Re. 330 (1791). 
7 Bentley v. Standard Fire Insurance Co., 40 W. Va. 729, 28 S.E. 584 (1895). 
The Bentley case involved the assignment of an insurance policy in which the court 
held that in West Virginia an assignee acquired an equitable title to the chose, 
that the legal title remained in the assignor. That the assignee under the statute 
could sue either in his own name or in the name of the assignor for his use. 

Garland v. Richeson, 4 Rand. (Va.) 266 (1826). 
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acquired the legal title to the assigned claim. In an interesting, 
but somewhat complicated and confusing case, involving an 
assignment of an insurance policy, the court found that even 
though the assignee had only acquired the equitable title thereto 
and that the legal title was in the assignor, the assignee with only 
the equitable title might maintain an action thereon in his own 
name or in the name of the assignor for his use.* 

The West Virginia Supreme Court of Appeals in referring 
to this case stated: “The application of 55-8-9 to a transferee 
of a negotiable note is precluded by the language used therein, 
the right to maintain an action at law being conferred on the 
assignee of any ... note. . . not negotiable.” The passing 
of the maturity date of the instrument does not in and of itself 
change a negotiable instrument into a nonnegotiable instru- 
ment.’ The fact that the instrument has been indorsed specially 
and transferred without the indorsement of the special indorsee 
likewise does not destroy the negotiable character of the note.” 
An instrument originally negotiable will continue to be a 
negotiable instrument until it has been discharged or is re- 
strictively indorsed.” 

Section 35 of the Uniform Negotiable Instruments Act"* 
provides that a holder of a negotiable instrument may sue in 
his own name by the following language: “The holder of a 
8 Bentley v. Standard Fire Ins. Co., 40 W. Va. 729, 23 S.E. 584 (1895); Garland 
v. Richeson, 4 Rand. (Va.) 266 (1826). 
® Odland v. Hamrick, 127 W. Va. 206, 213, 32 S.E.2d 629, 633 (1945). It should 
be here observed that the West Virginia Court stated in the Odland case that “An 
action on a negotiable note which is not payable to bearer, commenced by the payee 
and holder, who by special indorsement transfers the note by another person ys ed 
the pendency there of abates, but may be revived under Code 56-8-5.” Even 
where the note passes after its maturity date the code, 44-8-9 is not applicable. 

Davis v. Miller, 14 Gratt. 1 (1857). 

10 W. Va. Code ch. 46, art. 3, §17 (Michie 1955); Uniform Negotiable Instruments 
Act § 47: Bernstein v. Pacific States Savings & Loan Co., 19 Cal.App.2d. 679, 66 
P.2d 699 (1937); Reall v. Russell, 134 N.Y.S. 891, 238 App. Div. 262 (1933); 
Federal Trust Co. v. Nelson, 260 N.W. 341 (Iowa 1935); Lane v. Hyder, 163 
Mo. App. 688, 147 W.S. 514 (1912). 

11 The court held that a note payable to the First National Bank of Webster 
Springs continued to be negotiable until restrictively indorsed or discharged. The 
fact that it had been indorsed specially did not impair the negotiable character 


thereof. Odland v. Hamrick, 127 W.Va. 206, 32 S.E.2d 629 (1944). 
Gulbranson-Dickinson Co. v. Hopkins, 170 Wis. 326, 175 N.W. 93. 


12 W. Va. Code ch. 46, art. 3, §17 (Michie 1955); Uniform Negotiable Instruments 
Act §47; Oakdale Mfg. Co. Clarke, 29 R.I. 192, 69 Atl. 681 (1908). 


18 W. Va. Code ch. 46, art. 4, §1 (Michie 1955). 
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»” 


negotiable instrument may sue thereon in his own name... . 
The troublesome portion of this section relates to the intended 
meaning of the word “holder” as therein used. Section 191 
of the Uniform Negotiable Instruments Act defines holder as: 
“Holder means the payee or indorsee of a bill or note, who is 
in possession of it, or the bearer thereof.”"* It would follow that 
one who acquires negotiable order paper by mere delivery 
would not fit the definition of a holder but would only be a 
transferee thereof. If one acquires title to negotiable order 
paper by delivery alone, as he may do by virtue of section 49 
of the Uniform Negotiable Instruments Act,’ he would not 
qualify as a holder or holder in due course until he received 
the indorsement of the payee or special indorsee. For clearly 
such transferee is not the payee, and not having acquired the 
instrument by an indorsement he could not be said to be an 
indorsee. Such transferee for value acquires by the transfer 
all the rights of the transferor, plus the right to demand the 
unqualified indorsement of the transferor if it has been omitted 
by accident or mistake." To determine whether the transferee 
be a holder in due course we must look only at the situation and 
facts as they exist at the time the indorsement is actually ac- 
quired and not as they were on the date of the transfer of 
possession of the instrument. Clearly the transferee’s rights 
in this situation are somewhat greater than those of a mere 
assignee, in that he may demand the indorsement of the trans- 
feror if his indorsement has been inadvertently omitted and he 
be a transferee for value, but is not in the favorable position of a 
holder in due course until the indorsement is actually obtained; 
assuming the other requirements to qualify as a holder in due 
course have been met.” 


It would be appropriate at this junction to inquire whether 
such transferee for value of unindorsed order paper has by 
virtue of the transfer acquired the legal, equitable or legal and 


14 W. Va. Code ch. 46, art. 17, §1 (Michie 1955). 

15 W. Va. Code ch. 46, art. 3, §19 (Michie 1955). 

16 W. Va. Code ch. 46, art. 3, §19 (Michie 1955); Uniform Negotiable Instruments 
Act §49; Lawrence v. Citizens’ State Bank, Manhattan, 113 Kan. 724, 216 Pac. 
262 (1923); Cady v. Bay City Land Co., 102 Ore. 5, 201 Pac. 179 (1921). 

17 “The fact that it is transferred without indorsement is sufficient to put the 
transferee upon inquiry as to all equitable defenses that exist at the time of the 
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equitable title to the instrument.’* The determination of this 
question will also determine, in the absence of statute, whether 
the transferee may institute the action thereon in his own name. 
Judge Hatcher in Furbee v. Furbee in reviewing the rights of 
the transferee under section 49 of the Act said: “This section 
changes the law merchant by vesting in the transferee the 
entire title of the transferor whether legal or equitable or 
both.” The court in permitting the transferee to sue in his 
own name found that the rights acquired by the transferee 
under section 49 included the right to institute suit in his own 
name, thus giving to the transferee of unindorsed order paper 
the same right to institute suit in his own name as was given to 
an assignee of a nonnegotiable claim by chapter 55, art. 8, sec. 
9 of the West Virginia Code. The court continued the dis- 
cussion of this matter by stating: This section (49) “vests in the 
transferee without indorsement, and is not affected by section 
30. . . and if the transferor had the legal title this must pass 
though subject to equities.’ As section 49 of the Negotiable 
Instruments Act refers only to transferees for value it would 
seem to logically follow that in West Virginia a transferee of 
unindorsed negotiable order paper who had not given value 
therefor would not be permitted to institute an action thereon 
in his own name.” Not being a holder for value, section 49 
of the Act would not be applicable, and since it is a negotiable 
instrument chapter 58, art. 8, sec. 9 of the West Virginia Code 
heretofore discussed could not apply to a negotiable instrument, 
being no statutory authorization for a suit in the transferee’s 
name, the common law would apply and require the action to 
transfer. But a set off is not a defense, as the term is ordinarily used.” Harris- 


burg Trust Co. v. Sherfeldt, 87 Fed. 669, 617 (9th Cir. 1898); Chandler v. Drew, 
6 N.H. 469 (1834). 

18 Community Savings and Loan Co. v. Eifort, 111 W. Va. 308, 161 S.E. 564 
(1931); Rothwell v. Taylor, 303 Ill. 226, 185 N.E. 419 (1922); Rivenburgh v. 
Middleburg First Nat. Bank, 103 App. Div. 64, 93 N.Y.S. 652 (1905); “Some 
courts hold that the transferee in good faith and for value become vested with 
legal title; others hold transferee becomes vested with equitable title.” 1 Joyce’s Def. 
Com. Paper (2nd ed.) p. 928, §663 (1907). 

19 Furbee v. Furbee, 117 W. Va. 188 S.E. 123 (1936). 

20 Brannon’s Negotiable Instruments Law, 5th ed. §49, p. 463 (1926). 

21 It will be observed that the act only refers to the tranferees for value. 

It has been held that neither under prior law nor under the Uniform Ne- 
gotiable Instruments Act did the gratuitous transferee of a negotiable instrument 
acquire title to the instrument unless the transferor indorsed. Moore v. Moore, 35 
Ga. App. 39, 131 S.E. 922 (1926). Three years later the same court stated that an 
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be in the name of the assignor with legal title for the benefit 
of the transferee.” For neither under the law merchant, com- 
mon law™ nor the Uniform Act has the gratuitous transferee of 
a negotiable instrument been held to have acquired legal title 
to the instrument in the absence of an indorsement by the last 
holder of the legal title thereto. This point is well illustrated 
by an interesting case in which an administrator of the estate of 
the payee transferred without indorsement a negotiable 
instrument to himself as the sole heir of the payee’s estate. 
The transferee clearly had not given value for the instrument 
nor could he qualify as a holder of the note. The court ruled 
that the transferee had not by virtue of section 49 of the Act 
acquired legal title to the instrument.** The donee-transferee 
was thus denied the right to maintain an action on the negoti- 
able instrument in his own name. 


The courts of some states by virtue of statute have permitted 
a donee-iransferee of unindorsed negotiable order paper to sue 
in his, the assignee’s, name.” As this is largely a matter of 
procedure, it is difficult to see any reason under our modern 
concept of practice for placing a donee-transferee in any 
different position than a transferee for value so far as his right 


to be the named plaintiff. 


administrator of the estate of the payee tranferred to himself as sole heir certain 
promissory notes did not acquire legal title to the notes by virtue of section 49, 
since such section only applies to holders for value. Bond v. Maxwell, 40 Ga.App. 
679, 150 S.E. 860 (1929). 

However, in other jurisdictions it has been held that where the donor of 
unindorsed negotiable instrument delivered same to the donee with intent to make a 
gift thereof this was in and of itself sufficient to place the title to the instrument 
in the donee. In re Nitze, 121 Misc. 18, 200 N.Y.S. 781 (1923); Rinard v. Lasley, 
143 Ill. App. 450 (1908); Baker v. Moran, 67 Ore. 386, 136 Pac. 30 (1913); Cos- 
mopolitan Trust Co. v. Leonard Watch Co., 249 Mass. 14, 143 N.E. 827 (1924); 
Brown v. Patella, 24 Cal. App. 2nd 362, 75 P2d 119 (1938). 

The rule as expressed by the court of Georgia and those other states following 
the Georgia rule follow the strict language of the statute, while the Massachusetts 
and California courts have reached a more sound conclusion by not applying such 
a strict interpretation to the language of the statute. 

22 Whether the assignee acquires the legal or equitable title to the instrument may 
here be of some importance. It has been held in a number of cases that the assignee 
only acquired the equitable title. Steinhilper v. Basnight, 153 N. C. 293, 69 S.E. 
200 (1910); Woods v. Finley, 153 N. C. 497, 69 S.E. 502 (1910). 

23 The transferee of negotiable paper at common law took only the equitable title 
thereto and could not sue at law only in the name of the holder of the legal title. 
Bank of Bromfield v. McKinley, 53 Col. 279, 125 Pac. 493 (1912). 


24 Moore v. Moore, 35 Ga.App. 39, 181 S.E. 9122 (1926). 
25 Hagge v. Drew, 73 Cal.App.2d 739, 167 P2d 263 (1946). 
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To summarize the law in general and in West Virginia 
specifically, we might state: 1. An assignee of a nonnegotiable 
chose may by virtue of statute sue on the assigned claim in his 
own name or in the name of the assignor for the benefit of the 
assignee. 2. A holder or holder in due course of a negotiable 
instrument may by virtue of the language of section 51 of the 
Uniform Negotiable Instruments Act file the action in his own 
name. 3. The transferee for value of a negotiable instrument 
has been held to have the right to institute an action thereon 
in his own name by virtue of the court's interpretation of the 
meaning of section 49 of the Uniform Negotiable Instruments 
Act. 4. There is a definite split of authority today whether a 
gratuitous transferee of a negotiable instrument may maintain 
the action in his own name. No West Virginia cases have 
been found directly involving this point. 


The Supreme Court of Appeals of West Virginia, in dealing 
with a transfer of a negotiable note after suit has been instituted 
thereon, said: “An action on a negotiable note which is not 
payable to bearer, commenced by the payee and holder, who by 
special indorsement transfers the note by another person during 
the pendency thereof abates but may be revived under Code 
58-8-5.""° 


DRAWEE’S RIGHTS AGAINST DRAWER’S FUNDS 


At this point some consideration should be given to the 
question as to whether a check or bill operates as an assignment 
of the funds which are in the hands of the drawee. Section 
127 of the Uniform Negotiable Instruments Act states:** “A 
bill of itself does not operate as an assignment of the funds in 
the hands of the drawee available for payment thereof... .” 
While section 189 of the Act states: “A check of itself does not 
operate as an assignment of any part of funds to the credit of the 
drawer with the bank... .”* As neither a check nor bill 
operates as a legal assignment of any part of the drawer’s credit 
or funds, then it must follow that the holder of such bill or check 


26 Odland v. Hamrick, 127 W. Va. 206, 325 E.2d 629 (1944). 
27 W. Va. Code ch. 46, art. 10, §2 (Michie 1955). 
28 W. Va. Code ch. 46, art. 10, §6 (Michie 1955). 
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would not acquire any rights against the drawee by virtue of 
owning or acquiring the bill or check, unless and until the 
drawee has accepted the bill or certified the check. If a check 
or bill be not an assignment then neither would prevent the 
drawee from placing a claim against the drawers funds or 
credit whether by way of set-off or some type of lien. The bank 
or other drawee is in a superior position to that of a bill or check 
so far as the right to obtain a lien or set-off against these funds 
or credits. 


As between the drawer and the holder of a check, the check 
is deemed to be an equitable assignment of the drawer’s funds,” 
but not such an assignment so far as the rights of the drawee 
are concerned. 


The provision of section 189° of the Act “[Wlas designed 
for the protection of the bank rather than a provision effecting 
the relation between the maker of a check and the payee, and as 
against the drawer, the check should be considered an equitable 
assignment pro tanto.”* The result of such a view is well 
illustrated in case of Hulings v. Hulings Lumber Co.” wherein 
the West Virginia Court held that a check operated as an equit- 
able assignment from the time it was delivered as between the 
drawer and holder. That a general assignment for the benefit 
of the drawer’s creditors after its delivery did not affect the 
rights of the check holder. 


The Iowa court held that in equity an intent to assign makes 
the check an equitable assignment of the drawer’s funds and the 


29 The West Virginia Court held that a check operates as an equitable assignment 
from the time it is delivered as between the drawer and holder. That a general as- 
signment made by the drawer for the benefit of his creditors after its delivery did 
not defeat the right of the check holder. Hulings v. Hulings Lumber Co., 38 W. Va. 
851 (1893). 

A check is an equitable assignment of the drawer’s funds as between the 
drawer and holder and such assignment as far as the drawee is concerned. 2 
Daniel on Negotiable Instruments, 6th ed., §1643, p. 1852 (1933). 

30 W. Va. Code ch. 46, art. 16, §6 (Michie 1955). 
31 Central Trust Co. v. Bank of Mullens, 108 W. Va. 12, 19, 150 S.E. 187, 
189 (1929). 

But see Mountaineer Engineering Co. v. Bossart, 183 W. Va. 668, 670, 57 
S.E.2d 633 (1955) wherein the court in distinguishing the Central Trust Co. 
case said: “The statute does not deal directly with liability as between the drawer 
and the drawee or where third parties may assert claims. It does say, however, 
that a mere check, of itself, does not necessarily create an equitable assignment.” 
82 38 W. Va. 351 (1893). 
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holder should be protected against subsequent claimants, not- 
withstanding the negotiable instruments act.” 


RECOUPMENT, SET-OFF AND COUNTERCLAIMS 


After having given consideration to who has the legal and 
equitable title to the chose in the event of an assignment, and 
in whose name and under what circumstances an action thereon 
may be maintained, let us now examine the meaning and use of 
the terms recoupment, set-off and counterclaim. 


RECOUPMENT 


Recoupment at common law is defined as the “right of the 
defendant, in the same action, to claim damages from the 
plaintiff, either because he has not complied with some cross 
obligation of the contract on which he sues, or because he has 
violated some duty which the law imposes on him in the making 
or performing the contract.”™* 

This remedy is of common law origin, and only enables the 
defendant by pleading a claim of his own which grew out of the 
same transaction to be used to diminish the amount of recovery 
allowed to the plaintiff. In the absence of a statute the one 
using recoupment would not obtain a recovery in excess of the 
sum demanded by the plaintiff.*° Recoupment was and is 
purely a method allowed for mitigating the amount of recovery 
to the plaintiff and not a method of establishing an affirmative 
right to recover an amount by the defendant in excess of the 
plaintiff's claim.* 

83 Stanhope State Bank, 138 Iowa 39, 115 N.W. 476 (1908). 

84 Ballentine’s Law Dictionary (1931). 

35 Recoupment may only be used to diminish the amount of the plaintiff's re- 
covery. In the absence of statutory authorization the defendant is not permitted to 
recover any damages in excess of the amount of the plaintiff's claim. Baltimore 
R. Co. v. Jameson, 13 W. Va. 833 (1879). 

It might be noted that where the defendant pleads a true set off as permitted 
by most statutes the amount allowed by the way of set off may exceed the demand 
of the plaintiff. Thus allowing a judgment for the balance in favor of the defend- 
ant and against the plaintiff. 

86 “The doctrine of recoupment rests upon the ane ed that it is just and 
equitable to settle in one action, thus avoiding a multiplicity of suits, all claims 
growing out of the same contract or transaction.” “Recoupment is a defense arising 
out of the subject matter of the plaintiff's claim.” Story’s Equitable Jurisprudence, 


14th ed. §878 (1918); Home Savings Bank v. Boston, 131 Mass. 277 (1881); May- 
berry v. Leech, 58 Ala. 339 (1877). 
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SET-OFF 


Because of the apparent limitations on the use of a claim 
by way of recoupment, the legislatures of all of our states 
have provided a remedy of set-off. The use of a set-off as per- 
mitted today was totally unknown to the common law.” 

Waterman in his work on Set-off states: “Set-off signifies 
the subtraction or taking away one demand from another 
opposite or cross demand, so as to extinguish the smaller 
demand and reduce the greater by the amount of the less; 
or if opposite demands are equal to extinguish both.”* It is 
then clear that a set-off is a counter suit used both as a defense 
measure and as a basis of a claim against the plaintiff based 
on a matter arising independently of the cause on which the 
plaintiff is seeking recovery.*° The claim which the defendant 
is using as the basis of his right of set-off necessarily arises from 
an extrinsic obligation to that of the plaintiff's.” 

It is submittted that in England the use of a set-off was first 
recognized and authorized by the Bankruptcy Act of 4 Anne, 
ch. 17, sec. 11 of 1705. By 1729 the statute of 2 George II, ch. 
22, sec. 13 expressly authorized the use of set-offs in the 
following language: “Where there are mutual debts between 
the plaintiff and defendant, or if either party sue or be sued as 
executor or administrator where there are mutual debts between 
the testator or intestate and either party, one debt may be set 
against the other....” Six years later in 1735 by the enactment 
of 8 George II, ch. 24, sec. 6 the right of set-off was further en- 
larged and amplified, Section 6 providing: “Mutual debts may 
be set against each other, either by being pleaded in bar, or 
given in evidence on the general issue, notwithstanding such 
debts are deemed in law to be of different nature.... And 
in case the plaintiff shall recover in such action or suit, judgment 
shall be entered for no more than shall appear to be truly and 
87 Spurr v. Snyder, 35 Conn. 172 (1868); Waterman on Set-off, 2d ed., §10 (1872). 


38 Waterman on Set-off, 2d ed., §1 (1892). 

89 “Technically speaking, a set-off is a counter demand which the defendant holds 
against the plaintiff arising out of a transaction extrinsic to the plaintiff's cause of 
action.” Avery v. Brown, 31 Conn. 398 (1863). 

40 “The distinction between payment and set-off has been tersely expressed thus: A 
payment is by consent of the parties, either expressed or implied, appropriated to the 
discharge of the debt.” Waterman on Set-off, 2d ed., §1 (1872). 
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justly due the plaintiff after one debt being set-off against the 
other as aforesaid.”” 


The Supreme Court of Appeals of Virginia in the footnotes 
to the case of Stegal v. Union Bank and Federal Trust Co.“ 
stated: “Setting off at law cross-demands arising from uncon- 
nected transactions was introduced in Virginia long before it 
was allowed in England. The first statute of set-offs enacted in 
Virginia was the act of 1644-45 (1 Hen. St. 276). This, so far 
as we have been able to ascertain, was the first statute of set- 
offs enacted in any state or country which has the English 
common law as the basis for its legal system.” 


Chapter 56, art. 5, sec. 4 of the West Virginia Code is the 
source of the law of this state relating to the right of set-off in 
this state. By careful examination of this portion of the code 
one would find that five essential conditions must exist to enable 
the defendant to claim the right of set-off. These conditions 
are discussed and enumerated in a note in the West Virginia 
Law Review, and may be set forth as follows: “1. The plain- 
tiffs demand must be in the nature of a debt, 2. The demand 
proposed to be set-off must also be in the nature of a debt, and 
not a claim for unliquidated damages, but may be either legal 
or equitable, 3. The demands must be due between the same 
parties, 4. The debts must be due in the same right, and 5. The 
debts to be set-off must be due and payable.”** 


41 Stowers v. Barnard, 15 Pick. 221 (1884). 

42 163 Va. 417, 176 S.E. 488 (1934). 

43 The court in the Stegal case said the question involved was: “Does a post 
maturity transferee of a negotiable instrument, who is a bona fide purchaser for 
value thereof from the payee, take it subject to a mere set-off (as distinguished from 
a payment and from a matter of recoupment) existing against the payee at the 
time of the transfer?” The court went on to say “our examination of this question 
convinces us that it must be answered in the negative, both under the law as it 
existed in Virginia prior to the enactment of the Negotiable Instruments Law 
and under the law as it now exists.” 

“Under the common law, cross-demands arising out of unconnected trans- 
actions require separate actions for their enforcement. And, save in a few cases 
which present peculiar equities, a defendant cannot avail himself of such a cross- 
demand against the plaintiff to prevent a recovery, in whole or in part, on his 
promise, without statutory authority for its being done. A mere cross-demand 
was not an equity which could be pleaded even in a court of chancery. Therefore, 
prior to the enactment of a statute of set-off, there was no occasion for the ques- 
tion here under considered to have arisen.” Stegal v. Union Bank & Federal Trust 
Co., 163 Va. 417, 176 S.E. 438 (1934). 

44 28 W. Va. Law Rev. 139 (1922). 
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A set-off then is not a defense within the meaning of the 
term “defense” as a fact which may be set up as a bar to an 
action, but is a cross suit or action.*® To constitute a set-off the 
defendant must allege facts which would in themselves con- 
stitute an independent cause of action.** As the right to claim 
a set-off is a procedural matter, the laws of the forum determines 
its availability." The defendant is denied the right to show 
the existence of a set-off or counterclaim under a plea of 
payment.** The defendant setting up such matters as recoup- 
ment, or set-off or counterclaim has the burden of proof.” 
The converse is likewise true, where the defendant pleads a 
set-off evidence of payment may not be properly introduced 
under this plea nor want of consideration. 


COUNTERCLAIM 


The right to use a counterclaim, like the right to use a 
set-off, was unknown at common law.” The term counter- 
claim as used in our statutes generally includes the right of 
recoupment where the defendant's claim arises from the same 
transaction as that of the plaintiff. For a demand to be per- 


45 “Under an unbroken line of decisions, in so far as I am informed, it has been 
held that the right of set-off of an independent claim is neither a defense nor an 
equity, and was unknown at common law. It is purely a statutory right to 
satisfy one demand by another, and thus prevent several suits between the same 
parties, when the whole controversy ok be settled in one suit.” Worden v. 
Gillett, 275 F. 654, 656 (1921). 
46 Story’s Equitable Jurisprudence, 14th ed., §1870 (1918); Kennedy v. Davisson, 
46 W. Va. 433, 33 S.E. 291 (1899). 
47 If the plaintiff institutes an action in a given state he must be satisfied with the 
rights given to the defendant regarding the use of a claim of set-off. Davis v. Noll, 
88 W. Va. 66, 17 S.E. 791 (1893); I Daniel Neg. Ins. §890, p. 904 (1933). 
48 Dixie Industrial Co. v. Bank of Wetumpka, 207 Ala. 293, 92 So. 786 (1922); 
Bingham v. Domer, 94 Wash. 258, 162 Pac. 355 (1917). 
49 Recoupment used as a defense see Spira v. Shapleigh Hardware Co., 153 Miss. 
81, 118 So. 429 (1928). 

As to burden of proof when counterclaim is asserted see: Kilgore v. Arant, 25 
Ala. App. 356, 146 So. 540 (1933); In re Federal Trust Co., 227 Mo. App. 49, 51 
S.W. 2d 147 (1932). Where defendant in an action by assignee of a sealed note 
pleaded as a counterclaim items for freight advanced to the original payee, and 
plaintiff did not repay or deny claim, the burden was on the defendant to prove 
the alleged counterclaim. Republic State Bank v. Bailey Furniture and Lumber Co., 
102 S.E. 329, 86 S.E. 680 (1915). 

Stevens v. Gregg, 89 Ky. 461, 12 S.W. 775 (1890); Orr v. Barnett, 51 S.E. 
607, 216 N.W. 347 (1927); Worden v. Gillett, 275 Fed. 654 (1921). 


50 Bloom v. Lehman, 29 Ark. 489 (1876); Hurst, Miller Co. v. Everett, 91 N.C. 
899 (1884). 
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mitted as a counterclaim, it must have developed from the 
same obligation which formed the basis of the plaintiff's suit.” 


The primary and principal law relating to the use of counter- 
claims in West Virginia is found in chapter 50, art. 5, sections 
1 to 6 of the West Virginia Code. This chapter applies only to 
practice before Justice of the Peace. West Virginia has no 
statute applicable to counterclaims in the Circuit Court. Sec- 
tion one authorizes the use of a counterclaim in the following 
language: “If the plaintiff's demand in the action be found 
on a judgment or contract, express or implied, the defendant 
may set forth as a counterclaim a cause of action against the 
plaintiff, whether liquidated or not, arising directly out of the 
contract or transaction set forth in the complaint as the founda- 
tion of plaintiff's demand, or a liquidated demand founded on a 
judgment or contract, express or implied, whether arising out 
of the same contract or not; but every counterclaim shall be 


It was unfortunate that the judges of the common law courts 
felt themselves unable or were at least unwilling to permit one 
defending a law action to show that the plaintiff was indebted 
to him on another contract, or was indebted to the defendant 
on the same obligation for an amount in excess of that claimed 
by the plaintiff. It was clearly because of this inadequacy, 
and necessity being the mother of invention, that the legis- 
latures established the right of set-off and counterclaim to fill the 
void caused by the inadequacy of the remedy afforded by the 
right of common law recoupment. 


To summarize the similarities and dissimilarities between the 
rights under a claim of recoupment, set-off and counterclaim it 
might be stated as follows: 1. Recoupment may only be 
pleaded by the way of a defense to mitigate the amount of the 
plaintiff's recovery. The amount claimed need not be for a 
liquidated amount, but must arise from the same transaction 
that supported the plaintiff's claim. 2. The right to use a set-off 
is of statutory origin, must be for a liquidated amount, need 
not be for a sum equal to or less than that claimed by the 


51 Hurst, Miller Co. v. Everett, 91 N.C. 899 (1884); Bloom v. Lehman, 29 Ark. 
489 (1876). 
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plaintiff, and would involve an extrinsic demand to that of the 
plaintiff. 3. The counterclaim is more or less of a cross between 
a claim by way of recoupment and one of set-off. The amount 
claimed by way of counterclaim need not be liquidated, need not 
be for a sum equal to or less than that claimed by the plaintiff, 
but must arise from and be connected with the same transaction 


which forms the basis of the claim of the plaintiff. 


But for the statutory authority creating the doctrine of set- 
off and counterclaim, a defendant who held a claim in excess 
of that of the claimant had to either resort to a separate action 
at law or pray that the court of equity would set-off or discount 
the amount of his claim from the adversary’s judgment. It is 
obvious that such a procedure was entirely unsatisfactory in 
many situations. 


We may now advance to consider in what situations an 
assignee or holder of a negotiable instrument may encounter 
a claim of recoupment, set-off or counterclaim when suing on 
the instrument. 


RECOUPMENT, SET-OFF AND COUNTERCLAIM 
AS USED AGAINST AN ASSIGNEE 


To place the discussion in proper perspective to the prin- 
cipal problem, some consideration must be given to the rights 
of an assignee of a nonnegotiable chose when met with defend- 
ant’s claim which he held against the assignor by way of a re- 
coupment, set-off or counterclaim when sued by the assignee.™ 


It is generally recognized that an assignee acquires by the 
assignment the same rights in the chose as were enjoyed by the 
assignor.” The assignee may protect himself from such claims 
by making inquiry of the debtor before accepting the assign- 
ment. If the debtor-third party in answer to the inquiry states 
that he has no claim of set-off or other claim against the assignor, 
the assignee would be protected against a future assertion of a 
set-off or claim by the doctrine of estoppel. Otherwise the 


52 See Sanborn v. Little, 3 N.H. 539 (1826) for an early discussion on this matter. 
me — Co. v. Power, 3 Page (N.Y.) 365 (1832); Burill on Assignments, 


54 By the way of analogy “Under the common law a payment made to the payee of a 





t- 
SS 
mn 
at 
is 
in 


ts 


q 


52 


SET-OFF ON COMMERCIAL PAPER 109 


debtor might claim any set-off against the assignee which he 
would have had if sued by the assignor instead of by the 
assignee. 


RECOUPMENT, SET-OFF AND COUNTERCLAIM 
AGAINST A NEGOTIABLE INSTRUMENT 


Section 58 of the Uniform Negotiable Instruments Act” 
provides: “In the hands of any holder other than a holder in 
due course, a negotiable instrument is subject to the same 
defenses as if it were non negotiable ....” This section raises 
the question whether a prior party to a negotiable instrument 
may claim the right of recoupment, set-off or counterclaim 
against a transferee other than a holder in due course. 


If a negotiable bill or note finds its way into the hands of a 
holder in due course. or a holder with the rights of a holder in 
due course, clearly the defendant when sued on the instrument 
would be denied the right to assert a claim by the way of recoup- 
ment, set-off or counterclaim which he held against a prior owner 
of the bill or note. Of course any set-off which the defendant held 
personally against the plaintiff may be asserted successfully. If 
the right of set-off was against a prior holder of the instrument, 
the right to use the set-off is lost with the negotiation of the 
instrument to a holder in due course or a holder with the rights 
of a holder in due course.” 


In the event that the defendant pleads and proves a right of 
set-off as a cause of action, the burden is thereafter on the plain- 
tiff to prove that he is in fact a holder in due course of the 
instrument or that he can trace his title through a prior holder 
in due course. One is not denied as a matter of law the status 
of a holder in due course merely because he knew that a counter- 


nonnegotiable instrument at any time before the promisor received notice that the 


instrument had been assigned to another was a defense pro-tanto to the instrument 

in the hands of the assignee.” Stegal v. Union Bank & Feredal Trust Co., 163 Va. 

417, 176 SE. 488 (1934). 

55 W. Va. Code ch. 56, art. 4, §8 (Michie 1955). 

56 “Holding only the equitable title it naturally follows that the assignee took the 

instrument or claim pr er to all defenses and other equities (in favor of the 
romissor ) with which it was encumbered in the hands of the assignor and subject 
urther to any equity which the original promissor had acquired since the assign- 

ment but before receiving notice thereof.” Bigelow on Bills, Notes and Checks 
(Lile’s 8rd ed.) §10 (1928). 
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claim or set-off might come into existence before the maturity of 
the instrument.” 


In discussing this problem one should not lose sight of the 
wording of section 49 of the Uniform Negotiable Instruments 
Act™ which states: “Where the holder of an instrument payable 
to his order transfers it for value without indorsing it, the trans- 
fer vests in the transferee such title as the transferor had 
therein... .” Such a transfer as referred to in this section 
amounts to an assignment as distinguished from a negotiation. 
The recipient of a note in accordance with this section may be 


generally treated as an assignee of the instrument.” 


While it may be said that the transferee of unindorsed order 
paper acquires the bill or note subject to all equities and de- 
fenses which were available against the transferor, the courts 
have experienced difficulty in determining what the legislature 
meant by the terms equities and defenses. We must determine 
whether a claim or recoupment or counterclaim is an equity and 
whether a set-off is a defense. 


Daniel in his work on Negotiable Instruments stated: “A 


set-off is not an equity; and the general rule stated is qualified 
and restricted to those equities arising out of the bill or note 
transaction itself, and the transferee is not subject to a set-off 


“No set-off can be allowed the maker of a negotiable instrument against a 
purchaser thereof for value before maturity even though he had notice of the 
claim.” First National Bank of Grafton v. Danser, 70 W. Va. 529, 532 (1912). 

The case of Manufacturers’ Finance Corporation v. Vye-Neill Co., 62 F.2d 
625 (1933) is worth examining at this point. Vye-Neill Co. the drawee and acceptor 
of a trade acceptance drawn by Freed-Eiseman Radio Corporation, payable to 
Freed-Eiseman Radio Corporation. The trade acceptance was indorsed by Freed- 
Eiseman Radio Corporation and delivered to Earle Corporation which in turn 
negotiated the instrument by delivery to the plaintiff, a holder in due course. The 
plaintiff sued the acceptor which in turn counterclaimed by way of set-off, consist- 
ing of sixty items, both against trade acceptance and also against the account on 
which the second count was based. The plaintiff being a holder in due course, 
no right of set-off as between the defendant and the Freed Corporation is available 
against the plaintiff, and the plaintiff is entitled to recover under the first count 
the face amount of the trade acceptance with interest. 

Even though the plaintiff was not a holder in due course, if the trade ac- 
ceptance was in good faith and for value, by the weight of authority, only equities 
connected with the transaction for which the Massachusetts act provided that a non- 
negotiable instrument is subject to all defenses by the maker, a counter claim or 
set-off is not a defense as the term is ordinarily used. 

57 Elmo State Bank of Elmo v. Hildebrand. 108 Kan. 705, 177 Pac. 6 (1918). 
58 W. Va. Code ch. 46, art. 3 §19 (Michie 1955). 
59 Community Sav. & Loan Co. v. Eiford, 111 W. Va. 308, 161 S.E. 564 (1931). 
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which would be good against the transferor, arising out of a 
collateral matter." The courts of this land do not seem to 
follow the law as suggested by Mr. Daniel. The deviations 
from Mr. Daniel's statement will be shown by the following 
cases. 

The South Dakota court in a much cited case expressed the 
law on this point in somewhat different terms. The South 
Dakota Court speaking through Judge Miser said: “Therefore, 
whatever may be the rule as to other defenses and equities, it 
may be fairly stated that the set-off that may be enforced against 
a negotiable promissory note transferred without indorsement, 
in good faith, and for value, must be a set-off which existed as a 
present right when the transfer was made. This is in accord 
with the language of section 49, N.LL.....”™ 

It seems to be now settled when a counterclaim existed for 
the benefit of the maker of a negotiable promissory note against 
the payee and existed at the time of the transfer to one other 
than a holder in due course, it may likewise be available against 
any subsequent transferee who may thereafter institute an 
action thereon.” However, any recovery on the counterclaim 
must necessarily be for a sum equal to or less than that claimed 


60 Daniel on Negotiable Instruments, Vol. 3, §1693 (1933). 
61 E executed his negotiable promissory note to Moody County Bank for $221.50 
due April 1, 1926. H — note on January 18, 1926. Note not endorsed by 


payee. On May 22, 1956, the bank was taken over by superintendent of banks for 
liquidation. On day of transfer E had on deposit $7.94. When bank suspended 
business E had on deposit $183.22. E claims set-off of $133.22 against H, bank’s 
transferee. Jury found H’s first knowledge of transfer of note obtained May 31, 
9 days after bank closed and allowed set-off of $133.22. 

The question thus raised is a negotiable promissory note, transferred without 
written indorsement by a payee bank to a transferee in good faith and for value, 
subject to an off-set in favor of the maker for the maker’s balance in the bank, when 
the bank later becomes insolvent? The court here held that the transferee, without 
indorsement, though in good faith and for value, takes subject to equities and 
defenses, remains the rule. The fact that it is transferred without indorsement is 
sufficient to put the tranferee upon inquiry as to all equitable defenses that exist 
at the time of the transfer. But a set-off is not a “defense”, as the term is ordinarily 


The rule that a party taking an overdue bill or note takes it subject to 
— to which the transferer is subject does not extend so far as to admit set-offs 
which might be available against transferer. 

In Norton v. Foster, 12 Kan. 44 (1873) it was held that the right of the maker 
to use by way of defense a counterclaim arising out of breach of the contract for 
which the note was given was available against a past maturity transferee, but 
not for any excess in amount of the note. 

See Stevens v. Keegan, 108 Kan. 79, 172 Pac. 1025 (1918). 


62 It seems then that where the maker has a right to use a set-off or counterclaim 
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by the transferee in his suit for there is no obligation on the 
part of the assignee of a note to be responsible for the debts or 
obligations of the transferor. 


It appears that most courts today will allow a claim of set- 
off which had matured before the transfer of the negotiable 
note to be used against a taker thereafter who for one reason 
or another is unable to qualify as a holder in due course. The 
courts following this doctrine erroneously treat a set-off on 
the same footing as a defense pro tonto. 


When the claim which is being used as the basis of a set-off 
is shown to have arisen subsequent to the transfer of the instru- 
ment, the decisions have been consistent in denying their 
availability. That is a claim which arose subsequent to the 
transfer of the instrument which forms the basis of the suit 
cannot be used against the transferee thereof. 


The Virginia court in a well written opinion stated: “But 
whatever conflict of authority there may be upon the question, 
whether the equities, subject to which an indorsee takes an 
overdue negotiable note, embrace set-off in favor of the maker 
against the payee, existing at the time of the endorsement, I 
have been able to find no case in which it was held, or even 
said, that set-off between the parties, arising or acquired after 
the indorsement, even though without notice thereof, are good 
against the endorsee.”™ 


at the time of the assignment by the payee the right to use this set-off or counter- 
claim is not lost by an assignment of the note to one unable to qualify as a holder 
in due course or holder with the rights of a holder in due course. Of course the 
assignee would not qualify in his own right as a holder in due course as not having 
taken the note by a negotiation. 

Indorsee would acquire note after maturity sued the maker thereof who suc- 
cessfully pleaded a set-off of a note given the maker by the payee. The court 
allowed the defendant to show that the payee’s note was intende: as evidence of 
payment of the principal note. Sargent v. Southgate, 5 Pick. (Mass.) 318 ( >. 

Failure of consideration was allowed as a defense against a post maturity as- 
signee. Ford v. Thompson, 38 Tenn (1 Head Tenn.) 265 (1858). 

63 To be allowed as a set-off the claim asserted by the defendant must have been 
owed by him at or before the assignment to place. Martine v. Willis, 2 E. D. 
Smith 524 (1854); Duncan v. Stanton, 30 Barb. (N.Y.) 533 (1859). 

Until the claim which is sought to be used as a set-off has matured it may be 
defeated as a set-off by an assignment by the owner of the primary claim. This 
is true even though the assignor is insolvent and his claim has not become payable 
when assigned. Myers v. Davis, 22 N. Y. 489 (1861); Martin v. Kunzmuller, 23 
N. Y. (Sup. Ct.) 16 (1862), affirmed on appeal in 37 N.Y.R. 306. 

Where a promissory note was transferred for value and in good faith, before 
maturity the court denied the claim of set-off even though the assignee knew of 
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In West Virginia the court would deny the right of set-off 
against a transferee of a negotiable instrument, irrespective 
of whether the set-off was obtained before or after the transfer 
of the instrument.“ The West Virginia court expressed itself 
in this way: “The common law, declared by the modern 
English decisions, is that the indorsee of an overdue bill or note 
takes it subject to equities growing out of the transaction and 
existing at the time of the transfer, not as a set-off arising out of 
collateral and wholly independent matters; and this though 
the indorsee had notice, gave no consideration for and took 
the paper on purpose to defeat the off-set. This is now held to 
be a fixed principle of commercial law, although several of the 
States repudiate the doctrine, and all off-sets to be pleaded 
which existed at the time, but not those procured after the 
transfer." The court in determining that the passing of the 
maturity date did not destroy the negotiable character of the 
instrument said: “. . . (T)he transferee takes it subject to such 
equities as attach to the note itself ....” The court decided 
that the right of set-off is neither an equity nor lien recognized 
by the law merchant as attaching to a negotiable instrument, and 
a bona fide purchaser is not required to take notice of an existing 
off-set in the absence of legislative action. If an off-set was 
disallowed as a claim before the adoption of the Uniform 


the claim of set-off before acquiring the instrument. Williams v. Brown, 41 N. Y. 
(2 Keyes) 486 (1866). 

Keep v. Lord, 9 N. Y. (Sup. Ct. 78) (1853). 

Davis v. Miller, 14 Gratt (Va.) 1, 8 (1857). 

It is not imperative that the equities existed at the time of the creation of the 
obligation. It is sufficient if the assignee can protect himself by a f at the 
time of the assignment. Warner v. Whittaker, 6 Mich. 133 (1858); Eldred v. Haz- 
lett, 33 Penn. St. R. 307 (1858). 

To be allowed as a set-off the claim asserted by the defendant must have 
been owned by him at or before the assignment took place. Martine v. Willis, 
2 E. D. Smith, 524, (1854); Duncan v. Stanton, 30 Barb. (N.Y. 533) (1859). 

Until the claim which is sought to be used as a set-off has matured it may be 
defeated as a set-off by an assignment by the owner of the primary claim. This 
is true even though the assignor be insolvent and his claim has not become payable 
when assigned. Myers v. Davis, 22 N. Y. 489 (1861); Martin v. Kunzmuller, 23 
N. Y. Super. Ct. (10 Bosw.) (1862), affirmed on appeal 37 N.Y.R. 306. 

Where a promissory note was transferred for value and in good faith, before 
maturity the court denied the claim of set-off even though the assignee knew of the 
claim of set-off before acquiring the instrument. Williams v. Brown, 41 N. Y. (2 
Keyes) 486 (1866). 

Keep v. Lord, 9 N. Y. Super. Ct. (2 Duer) (N.Y.) (1853). 

64 Davis v. Noll, 388 W. Va. 66, 17 S.E. 791 (1893). 
65 Davis v. Noll, 38 W. Va. 66, 68, 17 S.E. 791 (1893). 
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Negotiable Instruments Act, then there is little reason to think 
that the drafters of the act intended that section 58 was to alter 
the accepted common law rule. (Cited in Footnotes. ) 


It should be noted from the clear language in the Davis case 
that there is definite split of authority in this country as to 
whether a claim arising from a separate transaction, but existing 
at the time of the transfer, may be used to diminish the amount 
of the plaintiff's recovery. 


The two leading cases cited for the allowance of a true set-off 
against the transferee are Simpson v. Hall® and Bissell v. 
Curran.” Both of these cases, however, were decided before 
the adoption of the Uniform Negotiable Instruments Act. In 
both of these cases the court seemed to treat a set-off purely as a 
defense. Ten other states likewise follow this view. 


In England and in at least ten states and the District of 
Columbia the courts have clearly denied the defendant the right 
of set-off against the transferee of negotiable paper.® 


In at least six states, Alabama, Iowa, Maine, New Hamp- 
shire, Pennsylvania and Wisconsin, cases will be found both 
allowing and disallowing the use of a set-off against a transferee 


of negotiable paper. 


A careful search has disclosed no case in which the maker of 
a negotiable note has been successful in pleading a claim by the 
way of set-off which arose from an extrinsic transaction or 


66 Action by the assignee of a negotiable note, the defendant was permitted to 
plead as a set-off a claim arising from a separate transaction. 47 Conn. 417 (1879). 


8? Held, post maturity purchaser of negotiable instrument took it subject to any 
defense that the defendant would have had if the suit had been brought by the 
original payee. If payee owed the maker any sum at the date of the assignment that 
amount could have been set-off against present assignee plaintiff. 69 Ill. 20 (1873). 

See also: Hurdle v. Hanner, 50 N.C. 360 (1858); Craighead v. Swartz, 219 
Pa. 149, 67 Atl. 1003 (1907). 


68 PD. C. Lincoln v. Grant, 47 App. D.C. 475 (1919). 
Fla. Kilcrease v. White, 6 Fla. 45 (1855). 
Geo., Roundtree v. Culpepper, 40 Ga. App. 629, 150 S.E. 859 -1929). 
Ind. Hankins v. Shoup, 2 Ind. 342 (1850). 
Maryland, Annan v. Houck, 4 Gill. 325 (1846). 
Mass., Holland v. Makepeace, 8 Mass. 418 (1812). 
Mo., Hunleth v. Leahy, 146 Mo. 408, 48 S.W. 459 (1898). 
N. J., Cumberland Bank v. Hann, 18 N.J.L. 222(1841). 
Vermont, Haley v. Cogdon, 56 Vt. 65 (1884). 
W. Va., First National Bank v. Danser, 70 W. Va. 529, 74 S.E. 623 (1912). 
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claim subsequent to the transfer of the instrument in question. 
Cases have been found wherein the court denied the maker of a 
note the right to claim as a set-off a claim against an assignor of 
the instrument after the assignor had transferred the instrument 
to the plaintiff. 

In the few cases the courts have been called upon to 
consider whether a claim against an intermediate party existing 
at the time of the transfer of the instrument, would be available 
as a set-off against subsequent assignee of a negotiable instru- 
ment. It appears that the numerical majority of the few cases 
discussing this point permit the maker of a negotiable note 
who has a counterclaim or set-off against an intermediate holder 
to use it against a past maturity purchaser, or one otherwise 
unable to qualify as a holder in due course.” In cases where 
such procedure was permitted, it appears that this result was 
only reached by the aid of a statute. In the cases holding the 
contray, no mention was made of any statute.” 


69 Judge Gilbert in Harrisburg Trust Co. v. Shufeldt, 87 Fed. 669 (1898) sum- 
marized the rule as follows: “When a defendant is sued by an assignee of a chose 
in action, he cannot plead against the assignee a set-off which he holds against the 
assignor, unless the demand sought to be set-off existed at the time of the assignment, 
and belonged to the defendant in good faith, before notice of such assignment.” 

Davis v. Miller, 14 Gratt (Va.) 1 (1857). 

In the leading English case, Borrough v. Moss, 10 Barn. & Cress. 558, 21 
Eng. C. L. R. 128 (1830) the court expressed the English view that a past maturi 
indorsee of a negotiable bill or note is liable to such equities as attach on the bi 
or note itself; and not as to claims arising from extrinsic transactions, such as tech- 
nical set-off. 

The case of Goodrich v. Stanley, 23 Conn. 79 (1854) involved the situation 

where payee assigned note after its maturity date. The maker was notified of the 
assignment. The court then denied to the maker the right to set-off an indebtedness 
of the payee acquired subsequent to receipt of the notice of the assignment. 
70 Bull v. First National Bank, 14 Fed. 612 (Reversed on other grounds, 123 U. S. 
105 (1887,). Suit on two drafts drawn by defendant in favor of LaDuc indorsed 
by LaDuc and delivered to Edison. Edison after maturity sold the drafts to plain- 
tiff. Bank pleads a set-off against Edison. Held: that by virtue of a Minnesota 
statute it is entitled to off-set any valid claim held by it against Edison while the 
drafts belonged to him. 

Wyman v. Robbins, 51 Ohio St. 98, 37 N.E. 264 (1894). In which plain- 

tiff acquired note from her husband who had acquired it after maturity from the 
payee. While her husband held the note he was indebted to the maker. Court in 
construing the statute permitted the maker to use as a set-off against this action 
a claim which he held against an intermediate holder. 
71 The California court in referring to the case of Vinton v. Crowe, 4 Cal. 309, 
stated: “(I)t was there held that while a note received overdue is subject to all 
subsisting equities between maker and the payee, there was no countenance or author- 
ity whatever for subjecting it to equities only subsisting between the maker and an 
intermediate holder, and such a rule, it was declared, would be both dangerous and 
absurd.” Haywood & Co. v. Steams, 89 Cal. 58 (1870). 
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Judge Shaw stated in Baxter v. Little what he thought to be 
the rule regarding the use of a set-off of a claim against an 
intermediate party acquired after the transfer of the instrument 
by the following statement: “When a negotiable note is 
indorsed and transferred after it is due and the defendant relies 
upon matter of set-off which he may have against the promisee, 
he can avail himself only of such matter of defence as existed 
between himself and the promisee, at the time of the actual 
indorsement and transfer of the note to the holder.” Here 
the second indorsee acquired the note after it had been pre- 
viously dishonored. The maker was denied the right to set-off 
a claim which he held against the first indorsee, except such as 
existed at the time of the transfer of the note to the present 
plaintiff. Even though he had no notice of the transfer at time 
he acquired his claim against the first indorsee. 


The general rule that, in an action by an indorsee after 
maturity, independent demands against the payee cannot be 
set off but only such equities as arise out of the instrument 
itself.” 

A subsequent holder of a nonnegotiable note is not liable 
to the maker for damages for breach of a separate and in- 
dependent contract between original payee and maker.” 


In conclusion it may be said that in the absence of a statute 
the better and more workable view is that a strict set-off is not 
a defense to a negotiable instrument and for that reason should 
not be available against either an assignee, holder, holder in due 
course, or holder with the rights of a holder in due course. The 
only reasonable exception being that such set-off might be 
allowed against an assignee to the extent that the right to a set- 
off had matured against the assignor prior to the assignment of 
the chose and prior to the time the third party learned of the 
asignment of the instrument. 


A claim of recoupment or counterclaim necessarily arises out 


Stocking v. Toulmin, 3 Stew. & P. (Ala.) 35 (1832); Hooper v. Spicer, 2 
Swan. (Ten.) 495 (1852). 
72 6 Metc. (Mass.) 7, (1844). 


73 Birmingham Trust, etc. Co. v. Jackson County Mill Co., 41 Fla. 498, 27 So. 
43 (1899). 
74 First State Bank of Mannsville v. Horton, 57 Okl. 702, 157 Pac. 312 (1916). 
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of the transaction which gave rise to the instrument.” For this 
reason it would seem proper to permit the use of any claim by 
the way of recoupment or counterclaim against any transferee 
of a negotiable instrument-other than a holder in due course, 
or a holder with the rights of a holder in due course. 
A claim by the way of recoupment or counterclaim should be 
on a different footing than that of a set-off. The cases seem to 
so indicate. 

75 As to claims arising subsequent to the transfer see: Root v. Irwin, 18 Ill. 147 


(1856); Downey v. Tharp, 63 Pa. 322 (1869); Baxter v. Little, 6 Met. (Mass.) 7 
(1848). 











Radcliffe and the 41-4 Per Cent Ceiling 


After the failure of last year’s effort by the Secretary of the 
Treasury to persuade the Congress to lift the 4'4 per cent 
interest-rate ceiling on Government bonds, we may expect a 
renewal of debate on this issue in the new session. In that 
debate it might be useful if notice were taken of conclusions 
reached by the Radcliffe Committee, which published last 
August the results of their two-year inquiry into “the working 
of the monetary and credit system” of the United Kingdom. 

The Radcliffe Committee was appointed in 1957 by the 
Chancellor of the Exchequer. In addition to its chairman, 
Lord Radcliffe, it included two bankers, an industrialist, two 
economists, a retired senior civil servant, and two labor organi- 
zation officials.” Their 339-page report was unanimous. As 
cheap money is part of the philosophy of the Labor Party in 
Britain, it is surprising that the Committee were able to agree 
on the following conclusions: 

“If our analysis is correct, the demand for long bonds may 
be such that a continuance of moderately high rates (judged 


by earlier standards) is reasonable even at times of slackness 
in production.” 


The Committee wrote their report at a time when production 
was slack and the authorities were being urged by some ex- 
pansionist-minded economists and by the Opposition in Par- 


While the budget of The Banking Law Journal does not support a London 
correspondent, we have a representative there who watches legal developments 
for us in the banking field. Although we normally do not publish material of 
a non-legal nature our London representative has submitted an interesting paper 


on Secretary Anderson’s program (defeated last year), to lift the 4% interest 
restriction on long term Government bonds. While volumes have been written 
on the general problem we believe this report will be of special interest to 
bankers throughout the country. It expresses a fresh viewpoint—the experience 
in England. 





* Lord Radcliffe, previously Chairman of the Royal Commission on Taxation of 
Profits and Income; Sir Oliver Franks, Chairman of Lloyds Bank; Lord Harcourt, 
a Managing Director of Morgan Grenfell & Co.; Sir Reginald Verdon Smith, 
Chairman of Bristol] Aeroplane Co.; A. K. Cairncross, Professor of Applied Eco- 
nomics, University of Glasgow; R. S. Sayers, Professor of Economics, University 
of London; Sir John Woods, formerly member of Economic Planning Board and 
other senior Civil Service posts, now director in various companies; W. E. Jones, 
President, National Union of Mineworkers; and George Woodcock, Assistant 
General Secretary of the Trades Union Congress. 
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liament to give up trying to borrow long, and even to buy 
Government securities in the market, and so help to bring 
down the long-term rate of interest. The yield on long-dated 
British Government securities had reached nearly 6 per cent in 
late 1957, after the fixing of Bank rate at 7 per cent in Septem- 
ber, and by early 1959 had come down only to 5% per cent 
despite successive and sharp reductions in Bank rate. In May 
1959, Sir Roy Harrod, professor of economics at Oxford Uni- 
versity, suggested in The Financial Times that “we ought to see 
the yield of Consols coming down to a maximum of 3 per 
cent,” and that the authorities should do this by bringing up 
the quantity of money towards “a more normal level.” At 
about the same time, Labor members of Parliament were putting 
questions in the House to the Chancellor of the Exchequer 
urging him to “take steps to reduce long-term interest rates” 
or at least to “avoid this year such heavy sales of Government 
securities by the Government as were such a feature last year 
and which caused long-term interest rates to be inordinately 
high.” The Chancellor’s reply to the first point was that “the 
level and movements of long-term rates of interest reflect fun- 
damental conditions in the capital market.” 


The Radcliffe Committee observed that, because of the 
weight of their operations in the market, the authorities could 
not avoid influencing the long-term rate of interest, and recom- 
mended that such influence should be made an instrument of 
monetary policy, but nonetheless reached their conclusion that 
even in times of recession long-term rates would probably have 


to be “moderately high.” 


“Our analysis . . . allows us to believe that these moderately 
high bond rates are unlikely to prevent the revival of production. 
Indeed, if a reduction of bond rates were now set in train, the 
lower rates and the increased liquidity entailed might well be 
reached just in time to be a nuisance in the next boom. Moderate- 
ly high bond rates and a large Budget deficit form an unusual 
combination as deliberate measures of economic policy, but it 
may well be the right one in a world which, despite recession, 
remains inflation-minded and growth-minded. And, if it is the 
right policy for promoting full employment of resources and 
steady growth, it will probably in the long run be the easiest 
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on the taxpayer, despite the superficial appearance of a high in- 
terest charge on the debt.” 


The Committee’s concern for the risks of a cheap money 
policy is repeatedly evident. They discuss the possibilities for 
deliberate sharp pressure on long-term rates by the authorities, 
and conclude that the long-term rate could be forced down only 
by means which would greatly diminish ability to restrain credit 
expansions if this subsequently became necessary. 


“[The Bank of England] can safely sell more and more Govern- 
ment paper, at the longer end of the market, until people become 
persuaded that the rate of interest is going to be higher than it 
used to be. But when it wants to reverse the operation it has 
to be prepared to pour out cash in exchange for bonds (if the 
market is unready to believe that interest rates are coming down 
as fast as the authorities wish), and this glut of liquidity is likely 
to be a great embarrassment in the future when a change in the 
economic climate makes restraint and high rates appropriate once 
more.” 


The same kind of observation is made with respect to the 
impracticability of maintaining stable interest rates: 

‘ . it is tempting to suppose that a policy of absolutely 
stable interest rates should be followed. This would obviously 
be attractive to financial institutions, and indeed to individuals 
as well, in that it would give stability in market value to the re- 
serves they hold in the form of Government bonds. The assured 
stability would make Government bonds much more attractive 
than they now look to people who have experienced their depre- 
ciation in the 1950s, and the Government could therefore ex- 
pect to service the debt more cheaply. 

“There are two reasons for rejecting such a policy. ... With 
an assurance of fixed prices for all Government bonds, the whole 
marketable debt would become virtually as liquid as a bank de- 
posit. ... The beginnings of such a development were seen 
in the United States during 1945-51, when the prices of the 
whole range of government bonds were pegged by Federal 
Reserve operations. .. . [Secondly,] it would be perverse to 
hold interest rates stable in the face of a major change in the 
attractions of capital development; that would be to invite a 
cumulatively excessive pressure or deficiency of demand and a 
wasteful allocation of the community’s resources.” 
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The Committee suggests that “The task of debt management 
is therefore to push the rate of interest to a level that is high 
enough to attract sufficient firm holders for the debt and is yet 
consistent with a balance between demand in the public sector, 
demand in the private sector, and the available resources of the 
economy.” 

They then go on to discuss the difficulties of attempting to 
attract more long-term holders for the debt by offering higher 
interest rates. Both the British Treasury and the Bank of 
England had expressed the view before the Committee “that 
the market in long-term securities is dominated by expectations 
of future prices and is therefore seriously liable to react per- 
versely to a movement of prices.” The Committee had this to 
say: 


“If underlying circumstances are making for a higher level of 
interest rates, sharp action by the authorities in conformity with 
these circumstances may, as the Governor [of the Bank of Eng- 
land] urged, frighten markets and dry up the market for bonds. 
But it is equally possible that if the authorities half-heartedly 
follow market trends, gradually and reluctantly raising interest 
rates, the prolonged downward drag of bond prices will in the 
end do permanent damage to the market’s appetite for Govern- 
ment bonds.” 


A number of economists who gave evidence before the Com- 
mittee suggested that the market had an instinct for some normal 
level of the long-term interest rate, and that this was about 3 
per cent. The Committee observed: 


“We ourselves are not so convinced of any particular norm; 
we are impressed by three major factors tending to drag up- 
wards the level of bond yields that would be consistent with satis- 
factory absorption of long-term bonds. These three factors... . 
are the steady increase in the debt (a novelty in peacetime), the 
expectation of continuing inflation, and the shift (independently 
of inflation fears) of many investors towards equities.” 


These comments were written against a background which, 
in an important respect, is much more favorable than in the 
United States. The Radcliffe Report shows that only one- 
third of the marketable public debt in the United Kingdom 
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matures within five years, whereas for the United States the 
proportion is almost three-fourths. It is necessary to remove 
the 41 per cent ceiling on Government bonds, not because the 
Treasury finds it desirable to push up interest rates, but because 
there is no other way—given the great demand for long-term 
capital—for the Treasury to borrow real savings at long term. 
Failure to lift the ceiling will confine the Treasury to borrow- 
ings of less than five years, which tends to mean borrowing 
from banks and is inflationary. It is also seriously damaging 
to confidence in the dollar, and nowhere has this been more 
noticeable in the past year-and-a-half than in London. The 
City has been watching the dollar carefully, and will follow 
closely this year’s treatment in Congress of the 4'% per cent 
question. Continued reliance by the Treasury on short-term 
financing is certain to be regarded here as a serious weakness. 
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BANKING DECISIONS 


In this department are published each month all of the important decisions 

of the Federal and State Courts involving questions pertaining to the 

law of banking and negotiable instruments. The experiences they disclose deserve 
careful attention and study of bankers, bank counsel, the depositor 

and the bank student seeking advancement. 


Supreme Court Refuses Review of Firstamerica 
Merger Suit 


On January 11, 1960, the United States Supreme Court 
denied a motion by Firstamerica Corporation for leave to file a 
petition for a writ of certiorari to review the legality of a civil 
antitrust suit by the United States attacking the acquisition by 
Firstamerica Corporation of the stock of California Bank of Los 
Angeles. 

On January 14, 1959 the Federal Reserve Board approved 
an application filed by Firstamerica Corporation under the 
Bank Holding Company Act of 1956 to acquire at least 80% 
of the shares of California Bank of Los Angeles (reported at 
76 Banxinc Law Journat 300, April 1959). The Governors 
of the Federal Reserve Board in approving the acquisition relied 
on “the remaining relatively large number of alternative sources 
of banking services” to “substantially ameliorate any adverse 
effect on banking competition.” It was the announced intention 
of Firstamerica to merge First Western Bank and Trust Com- 
pany, one of its subsidiaries, into California Bank of Los An- 
geles once the acquisitions were approved and it had acquired 
80% of the stock of California Bank of Los Angeles. 

On March 30, 1959, the United States Justice Department 
instituted a civil antitrust suit in the United States District 
Court for the Northern District of California alleging that the 
proposed merger would violate Section 7 of the Clayton Act 
and Section 1 of the Sherman Act. Mergers which may sub- 
stantially lessen competition or tend to create a monopoly in 
any line of commerce are forbidden by Section 7 of the Clayton 
Act. 
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The complaint alleges that First Western and California 
Bank of Los Angeles were competitors and that this competition 
would be eliminated by the proposed merger. It also alleges 
that the merger would give the surviving bank 16% of the bank- 
ing offices and 15% of the total deposits in the metropolitan Los 
Angeles area and 11% of the banking offices and 9% of the 
total deposits in the State of California. 

It was the position of Firstamerica that the Federal Reserve 
Board’s approval of the acquisition precluded an antitrust suit 
by the United States involving the same issues, the same facts, 
and the same parties. 

By its action in refusing to review the determination of the 
lower court, the Supreme Court left the United States free to 
prosecute its suit to enjoin the proposed merger. Although 
there is no way of knowing how far the Supreme Court went into 
the merits of the case—if it did at all—the decision establishes 
the right of the Justice Department to bring such actions 
despite the prior approval of the Federal Reserve Board which 
has primary jurisdiction under the Bank Holding Company Act. 


Now that the Supreme Court, by denying Firstamerica’s 
motion, has upheld the decision of the United States District 
Court to the effect that the Justice Department may bring suit, 
the case will go back to the District Court for a trial on the 
merits. United States v. Firstamerica Corporation, United 
States District Court, N. District of California, (Not reported). 


DIGEST OF UNIFORM COMMERCIAL CODE—SECURED 
TRANSACTIONS 

Mr. Murdock K. Goodwin, General Counsel, Federal Reserve 
Bank of Philadelphia, has recently prepared and published a di- 
gest summary of the filing requirements and other provisions of 
Article IX of the Uniform Commercial Code as enacted in Penn- 
sylvania. The digest will be helpful for use in other states 
which have enacted the Uniform Commercial Code. However, 
in using the digest in other states care should be taken because 
of choice of options suggested by the official text of the Uniform 
Commercial Code as well as minor variations adopted to con- 
form to local preferences. This summary digest should be of 
inestimable value to bank loan officers in the Uniform Commer- 
cial Code states. 
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lllegality of Transaction no Defense to Bank Which 
Paid Money to Wrong Person 


Plaintiff, a New York corporation, acted as purchasing agent 
for foreign importers. One of its principals, an Italian firm, 
placed an order with it for a quantity of fatty acid. Italian 
exchange regulations required importers to have a license to 
pay dollars for the specific product they desired to import. 
Plaintiff's Italian principal had no such license and instead 
entered into a contract with others which involved the pur- 
chase of American dollars in Italy and the transfer to the 
Italian importer of another person’s license. The scheme was 
illegal under the laws of Italy and the Bretton Woods Inter- 
national Monetary Agreement. The funds were to reach plain- 
tiff through the offices of defendant, a New York City bank. 
Defendant instead of transmitting the funds to plaintiff paid 
them to a third party who absconded with the funds. 

A jury returned a verdict for plaintiff finding that the 
defendant bank had broken a contract with plaintiff and was 
also guilty of negligence. The judgment was affirmed on 
appeal. The court pointed out that while a party to an illegal 
contract cannot ask a court to enforce such a contract, there 
is an exception to the rule which makes defendant liable in the 
instant case: If A, a party to an illegal transaction, turns over 
money to B, a third person, for the use of C, the other party to 
the illegal transaction, C can enforce the express or implied 
promise of B to turn over the money, notwithstanding the fact 
that C could uot have enforced payment by A. Defendant bank, 
in other words, was a mere conduit through which dollars were 
to pass from one principal to another in the illegal transaction and 
thus, the court stated, could not plead illegality of the trans- 
action as a bar to suit against it for breach of contract and 
negligence. Southwestern Shipping Corporation v. National 
City Bank, New York Court of Appeals, 160 N.E.2d 836. The 
opinion of the court is as follows: 


FROESSEL, J.—Plaintiff, a New York corporation, was an export 
NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) §930. 
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brokerage firm which acted as purchasing agent for several foreign im- 
porters, chiefly in Italy. In September, 1951 one of plaintiffs principal 
Italian customers, a business entity named Garmoja, placed an order 
with it for 300 tons of fatty acid at a price of 37,222 American dollars. 
At this time the Italian foreign exchange regulations required that an 
importer have a permit license to pay dollars for the particular product 
it desired to purchase in the United States, but Garmoja had never ob- 
tained such a license. In order, therefore, to make dollars available to 
plaintiff in New York to enable it to purchase the fatty acids, Garmoja 
entered into a contract with Sicca Danti Corti (hereinafter called Corti), 
another Italian concern, which had obtained a permit license to pay dol- 
lars to an American named Anlyan for rags to be imported from the 
United States. 

The contract provided that Garmoja would pay lire to an Italian 
bank, Credito Lombardo, for the account of Corti, and the Italian bank 
would transmit a credit for the dollar equivalent, $37,222, to defendant 
National City Bank of New York “in favor of” Anlyan; Anlyan, in ad- 
vance of this transfer of credit, would execute an assignment of the dol- 
lars to plaintiff, which had an account with defendant at its 26 Broad- 
way branch. Anlyan never had an account with defendant in his own 
name. The transaction, in substance, contemplated the purchase of 
American dollars in Italy and the transfer from Corti to Garmoja of 
the license granted to Corti to transmit dollars to the United States 
for a specific import. 

To carry out this arrangement, Corti obtained from Anlyan a letter 
addressed to defendant, instructing it to pay plaintiff the $37,222 it was 
to receive from Credito Lombardo for Anlyan’s “account”. The letter 
stated defendant should treat the instruction to pay plaintiff “as irrevoc- 
able and without recourse whatsoever from my part” (emphasis in 
original). Corti delivered this letter of assignment to Garmoja, which 
in turn forwarded it to plaintiff to have Anlyan’s signature verified and 
to obtain assurance from defendant that it would pay the amount to 
plaintiff. 

Plaintiff thereupon wrote a letter to defendant—“Confirming the call 
made by our representative at your Foreign Teller’s Office”’—with which 
it enclosed a copy of Anlyan’s letter of assignment. Plaintiff's letter re- 
quested defendant to authenticate Anlyan’s signature and transfer the 
money to its account. A memorandum was then dispatched by defend- 
ant to the “Signature Control Department” of its Canal Street branch 
stating that “It is extremely important to our customer, Southwestern 
Shipping Corporation * * * that you inform us immediately if Mr. Ar- 
mand Anlyan’s signature on the attached letter is authentic.” By reply 
letter, defendant confirmed the authenticity of Anlyan’s signature and, 
according to the uncontradicted testimony of one of plaintiff's officers, 
promised to credit plaintiffs account when the money arrived. 
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Plaintiff then advised Garmoja that defendant had authenticated the 
signature and “further notified us that it will credit our account with 
the total amount of the remittance and, therefore, it is understood that 
we are indebted to you for the amount of $37,222.00.” Garmoja paid 
23,310,000 lire (the equivalent of $37,222) to Credito Lombardo for 
Corti’s account, and the latter requested Banca d'Italia (the official bank 
of Italy which must pass upon all transfers of money) to transfer $37,222 
by cable to defendant to be paid to Anlyan. 

On October 16, 1951 defendant received a cable in Italian from the 
Bank of Italy instructing it to pay Anlyan $37,222. In translating the 
payment instructions in this cable, however, defendant’s officials did 
not understand it to be the “credit” referred to in Anlyan’s assignment 
to plaintiff. Accordingly, defendant, though admittedly aware that the 
cable presented a problem and that the funds referred to might be those 
to which the assignment related, nevertheless paid the money to Anlyan, 
and informed him that if these were the funds he had assigned to plain- 
tiff, he could indorse the check and turn it over. Anlyan then absconded 
and, after defendant refused to pay plaintiff upon demand, plaintiff in- 
stituted this action to recover the sum. 

The complaint alleged nine causes of action, sounding in money had 
and received, contract, and tort. The answer consisted of specific denials 
plus an affirmative defense alleging that each of the causes of action 
“arose out of or is based upon” a transaction which was illegal under 
the laws of Italy and hence “contrary to the public policy of the United 
States of America and the State of New York and unenforceable in the 
Courts of éither.” In its charge, the trial court instructed the jury to com- 
pletely disregard the affirmative defense, since it was “purely a matter of 
law”, and to consider only whether defendant had expressly or impliedly 
contracted with plaintiff to pay it the $37,222, and whether defendant 
negligently paid to a third party money which was due plaintiff. 

The jury returned a verdict for plaintiff “on the charge of breach of 
contract in the first instance and negligence on the part of the bank in 
the second”. The trial court, in later setting aside the verdict on the 
basis of the affirmative defense, found: (1) that the agreement between 
Garmoja and Corti, as well as the Anlyan assignment, was illegal under 
Italian law, since the purchase, sale and transfer of foreign exchange 
was prohibited unless duly licensed by the Foreign Exchange Control 
Authorities of Italy; and (2) that plaintiff “was acting as agent for Gar- 
moja in this transaction” and—by virtue of substantially common stock 
ownership and control—“was nothing more than an alter ego subsidiary 
for Garmoja”. Accordingly, the court held that the suit was barred both 
by our common law and by article VIII (§ 2, subd. [b]) of the Bretton 
Woods International Monetary Agreement (60 U.S.Stat. 1411; U.S.Code, 
tit. 22, § 286h). The Appellate Division unanimously affirmed, with- 
out opinion. 
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It is well settled in this State “that a party to an illegal contract can- 
not ask a court of law to help him carry out his illegal object, nor can 
such a person plead or prove in any court a case in which he, as a basis 
for his claim, must show forth his illegal purpose”. Stone v. Freeman, 
298 N.Y. 268, 271, 82 N.E.2d 571, 572, 8 A.L.R.2d 304. To this well- 
established principle of law, however, there is an equally well-estab- 
lished exception. If a party to an illegal transaction turns over money 
or property to a third person for the use of the other party to the trans- 
action, the latter can enforce the express or implied promise or trust of 
the third party to turn over the money or property, notwithstanding the 
fact that he could not have enforced payment or delivery by the party 
who voluntarily made the payment or deposit. A mere agent or de- 
pository of the proceeds of an illegal transaction will not be permitted 
to assert the defense of illegality in an action to recover the proceeds by 
a party to the illegal transaction (Murray v. Vanderbilt, 39 Barb. 140, 
152-153; Merritt v. Millard, *43 N.Y. 208, 218-214, 4 Keyes 208, 213-214; 
Woodworth v. Bennett, 43 N.Y. 273, 276; Leonard v. Poole, 114 N.Y. 
871, 379, 21 N.E. 707, 709, 4 L.R.A. 728; Sheary v. O’Brien, 75 App.Div. 
121, 77 N.Y.S. 378, affirmed 184 N.Y. 544, 76 N.E. 1108; Stone v. Free- 
man, 298 N.Y. 268, 271, 82 N.E.2d 571, 572, supra; 1 Clark, New York 
Law of Contracts [1922], § 654; 6 Corbin, Contracts [1951], § 1531). 

Assuming, then, the illegality of the Garmoja-Corti agreement and 
the Anlyan assignment under Italian law, and hence under article VIII 
(§ 2, subd. [b]) of the Bretton Woods International Monetary Agree- 
ment, and assuming further that plaintiff was the alter ego of Garmoja, 
the defendant, as a mere depository or transmittal agent of the proceeds 
of the arrangement, had no status to assert the illegality of those trans- 
actions. 

The case of Stone v. Freeman (supra), relied upon by the trial court, 
is not authority to the contrary. There, a clothing jobber advanced 
money to a broker to be illegally used to bribe purchasing agents. Al- 
though we reversed a judgment for the jobber against the broker for 
the amount advanced, we were careful to note: “we are passing on the 
precise question here involved, and no other. This is not a case where 
a mere agent or depository, receiving money for his principal, refuses to 
pay it over, on the ground that it was the fruit of an illegal contract 
between his principal and another. See Murray v. Vanderbilt, 39 Barb. 
140, 152; Merritt v. Millard, *43 N.Y. 208, 4 Keyes 208; Woodworth v. 
Bennett, 43 N.Y. 273, 276; and the reference to such a situation, by way 
of dictum, in Leonard v. Poole, supra, 114 N.Y. at page 379, 21 N.E. at 
page 709.” 298 N.Y. at page 271, 82 N.E.2d at page 573. (Emphasis 
supplied. ) 

In the instant case, defendant was merely a conduit through which 
dollars were to pass from one principal, Corti, to plaintiff, as alter ego 
of the other principal, Garmoja. It had no beneficial interest in or claim 
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to the $37,222, and its position was that of a depository into whose 
hands moneys were delivered for payment to another (see Sayer v. 
Wynkoop, 248 N.Y. 54, 57-60, 161 N.E. 417, 419). Had Corti, after 
receiving lire from Garmoja, refused to transfer the dollar equivalent as 
agreed, it could not have been compelled by law to do so. Corti, how- 
ever, elected to waive any defense of illegality by having the money 
transferred to defendant, and its agent, Anlyan, irrevocably assigned 
the sum to plaintiff. 

Thereupon, as found by the jury, defendant promised to pay the 
money to plaintiff in accordance with the assignment, but by reason of 
its own negligence, and in breach of its agreement, paid to the wrong 
party. The law seems clear that defendant may not escape from its 
contractual liability and the consequences of its own negligence, by as- 
serting the illegality of the antecedent agreement by reason of which 
it received the proceeds. 

Defendant seeks to distinguish the controlling New York cases on 
three grounds: (1) the agent in those cases refused to pay the proceeds 
of the illegal transaction to its own principal; (2) the illegal transaction 
was completed, and (3) to have sustained the defense would have left 
the agent with a windfall. None of these alleged distinctions will with- 
stand analysis. In all the relevant cases, the third party, who received 
the proceeds from one principal to the illegal transaction, was obligated 
to the other principal by virtue of a contract or trust, express or implied, 
to pay over the proceeds. The triers of the facts here found that de- 
fendant, after verifying the authenticity of the assignment, promised 
to transfer the proceeds to the account of its own depositor, plaintiff. 
This clearly bound defendant to transmit the funds to plaintiff and 
created a legally enforcible obligation on its part to make such pay- 
ment (Sayer v. Wynkoop, supra; see, also, Singer v. Yokohama Specie 
Bank, 293 N.Y. 542, 58 N.E.2d 726; Ehag Eisenbahnwerte Holding Ak- 
tiengesellschaft v. Banca Nationala A. Romaniei, 306 N.Y. 242, 252, 
117 N.E.2d 346, 351). 

As to the second claimed basis of distinction, the illegal transaction 
in the relevant cases was completed only in the sense that both principals 
had performed their part of the illegal bargain—as Garmoja did here by 
paying the lire and as Corti did by transmitting the dollar equivalent— 
and the fruits were in the hands of an agent or depository. In all the 
cases, as here, one of the principals was seeking to recover the proceeds 
from the agent or depository; however, this was regarded not as a suit to 
consummate the illegal bargain, but to enforce an independent promise 
or trust to pay over the proceeds. 

The situation was quite different in Dewitt v. Brisbane, 16 N.Y. 508, 
where one of the principals had defaulted and the assignee of the other 
principal was seeking to recover back funds advanced under the ille- 
gal contract. The Dewitt case, which was carefully distinguished the 
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year following in Merritt v. Millard, 5 Bosw. 645, 651-652, 18 N.Y.Super. 
Ct. 645, 651-652, affirmed by this court in °43 N.Y. 208, 4 Keyes 208, 
supra, and also in Kellogg v. Adams, 39 N.Y. 28, 32, was in the same 
category as Stone v. Freeman (supra). 

Finally, by being permitted to successfully maintain the affirmative 
defense of illegality, defendant was enabled to avoid liability for the 
stated sum, which the jury verdict had fastened on it. Having been 
found liable for breach of contract and for negligence in the sum of 
$37,222, defendant, solely by virtue of the illegality of the antecedent 
agreement, to which it was not a party, has been allowed to escape the 
consequences of its own wrongdoing. This constitutes a windfall as 
surely as if defendant had kept the proceeds and refused to turn them 
over. 

So far as the Bretton Woods Agreement is concerned, we are unable 
to see how it affects plaintiffs right to maintain this action. The perti- 
nent provision (art. VIII, § 2, subd. [b]; 60 U.S.Stat. 1411) recites: 
“Exchange contracts which involve the currency of any member and 
which are contrary to the exchange control regulations of that member 
maintained or imposed consistently with this Agreement shall be unen- 
forceable in the territories of any member.” While there is evidence 
that the applicable Italian foreign exchange regulations were “main- 
tained or imposed consistently with” the Agreement, and while the 
quoted provision unquestionably prevents the courts of this State from 
enforcing illegal transactions in the field of international currency ex- 
change, we do not see how this affects the New York common-law rule 
prohibiting an agent or depository from asserting a defense of illegality 
which the principals have elected to waive. 

Plaintiff here is seeking to enforce a lawful promise of payment by 
a party unconnected with the antecedent illegal exchange agreement. 
This promise was made in New York, to be performed in New York, 
and its enforcibility is governed by New York law. The same is true 
of defendant's negligence, which was committed in New York. 

The Bretton Woods Agreement adds nothing to the already settled 
law of this State that a party to an illegal agreement cannot enforce it 
against the other party. By forbidding any court in the United States 
from enforcing a foreign exchange contract which violates the exchange 
regulations of a foreign signatory to the agreement, it prevents a local 
court from refusing to give effect to the foreign law of a member on the 
ground that it is contrary to the public policy of the forum (see Perutz 
v. Bohemian Discount Bank in Liquidation, 304 N.Y. 533, 587, 110 
N.E.2d 6, 7), or because the foreign law provides only penal sanctions 
for its violation—as was the case with the Italian exchange regulations 
involved here—and hence should not be given extraterritorial effect (see 
Loucks v. Standard Oil Co., 224 N.Y. 99, 102-103, 120 N.E. 198). In 
our opinion, it in no way affects the common-law rule of this State that 
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a depository of the proceeds of an illegal transaction cannot plead the 
illegality of the transaction as a bar to suit against it for breach of con- 
tract and negligence. 

Accordingly, the judgment appealed from should be reversed and 
the verdict of the jury reinstated, with costs in this court and in the 
Appellate Division. 

DESMOND, Judge (dissenting). 

I would affirm. We are agreed that the Garmoja-Corti-Anlyan- 
Southwestern transaction was illegal. It has been settled in this State 
for more than a century, beginning with Gray v. Hook, 4 N.Y. 449, and 
the other old cases cited in Dewitt v. Brisbane, 16 N.Y. 508, and continu- 
ing down through Stone v. Freeman, 298 N.Y. 268, 82 N. E.2d 571, and 
Carr v. Hoy, 2 N.Y.2d 185, 158 N.Y.S.2d 572, 189 N.E.2d 531, that our 
courts will under no circumstances lend their aid to the enforcement of 
an illegal deal. “Nor is the right to take this objection confined to the 
parties to the illegal transaction. A third person, whose obligation, valid 
in its inception, and against which, in the hands of a legal holder, he 
could have no available defence, may defend himself on the ground of 
the illegality of the transaction through which the plaintiff derives title” 
(Dewitt v. Brisbane, 16 N.Y. 508, 518, supra). An exception to or nonap- 
plicability of this rule has been declared in decisions like Murray v. 
Vanderbilt, 39 Barb. 140, Merritt v. Millard *43 N.Y. 208, 4 Keyes 208, 
and Leonard v. Poole, 114 N.Y. 371, 378, 379, 21 N.E. 707, 709, where 
the illegal transactions had been fully completed but one who was a mere 
repository for one of the parties had then refused to turn over the money 
or property. The present is not such a case since judgment for the 
plaintiff here would in effect compel the taking of the final step in the 
transaction itself—a step without which the transaction would be mean- 
ingless—that is, the assignment to plaintiff. There is, therefore, no 
ground for bringing this present case within the narrow Murray-Vander- 
bilt exception and so the decision below was right. It has been so 
often repeated in the cases that it need not be said again that this de- 
fense of illegality “‘is allowed, not as a protection to a defendant, but as 
a disability to the plaintiff ” (Carr v. Hoy, 2 N.Y.2d 185, 188, 158 N.Y.S. 
2d 572, 575, 189 N.E.2d 531, 583, supra, and cases therein cited). There 
are plenty of controlling cases which say that the “repository” exception 
does not apply when the whole thing is one single transaction (see, for 
instance, Sayres v. Decker Automobile Co., 239 N.Y. 73, 77, 145 N.E. 
744, 745). Surely, we should not be quick to extend such an excep- 
tion and defeat a good old rule. 

Although the point is not made in these terms it would seem that 
this defendant, had it learned the purpose for which this assignment 
was made, could have refused to recognize that document and could 
have stood on its right not to aid in carrying out an essentially illegal 
transaction. That being so, its position is not made worse by the fact that 
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by error or negligence it paid out the money to the assignor instead of 
holding it for the assignee and thus rounding out the whole forbidden 
transaction. 

CONWAY, C. J., and FULD, VAN VOORHIS and BURKE, JjJ., 
concur with FROESSEL, J. 

DESMOND, J., dissents in an opinion in which DYE, J., concurs. 

Judgment reversed and verdict of the jury reinstated, with costs in 
all courts. 


Drawee Bank Allowed to Recover from Payee of 
Check Paid by Mistake Over Stop-Payment Order 


A United States district court, relying upon an Illinois case, 
stated that a drawee bank cannot generally recover from the 
payee of a check where it has paid the check over a stop-pay- 
ment order but that an exception is presented where the payee 
has knowledge at the time of presentment and payment of the 
stop-payment order. 

There was no dispute as to the facts: On January 12, 1959, 
plaintiff bank was advised by a depositor to stop payment on a 
check drawn to the order of defendant. On January 14, 1959 
plaintiff's depositor mailed a letter to the defendant-payee, a 
resident of New Jersey, advising him that payment had been 
stopped. On January 15, 1959, defendant deposited the check 
in a New York bank endorsed, “For Deposit Only.” On January 
16, 1959, defendant received the drawer’s letter of notification. 
On January 20, 1959 the check was presented through banking 
channels to plaintiff in Chicago and paid by the latter through 
a clerical error. The defendant-payee withdrew the funds from 
the bank of deposit in New York. Plaintiff after recrediting 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) §1467. 
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its depositor’s account brought this action to recover the face 
amount of the check from the payee. 

In granting summary judgment to the plaintiff-drawee the 
court reasoned that plaintiff had suffered loss because its de- 
positor had not signed an agreement absolving plaintiff from 
paying the check over a stop order and plaintiff was thus oblig- 
ated to recredit its depositor’s account. 

Because of the restrictive endorsement the court concluded 
that the New York bank was an agent for collection and not a 
holder of the check in due course and, therefore, that the 
defendant-payee still owned the check on the day of present- 
ment and payment and accordingly was chargeable with know- 
ledge of the outstanding stop-payment order. National Boule- 
vard Bank of Chicago v. Schwartz, United States District Court, 
Southern District of New York, 175 F.Supp. 74. The opinion 
of the court is as follows: 


DAWSON, D. J.—This is a motion brought on by plaintiff for sum- 
mary judgment, pursuant to Rule 56 of the Federal Rules of Civil Pro- 
cedure, 28 U.S.C.A. 

The plaintiff is a national banking association located in Chicago, 
Illinois, which, by mistake, paid a check drawn on it in spite of a “stop 
payment” order of which it had notice. Defendant is an individual, a 
resident of New Jersey, who was the payee on the check in question. 
This action is brought by the drawee bank against the payee of the 
check to recover $25,000, the amount of the check. By stipulation 
the parties have withdrawn any objection to venue laid in this court. 


Facts 


For the purpose of this motion, and from the papers submitted, it 
appears that the following facts exist without substantial controversy: 

On January 12, 1959, State-Wide Properties, Inc., which maintains 
a checking account with plaintiff, advised plaintiff by letter to stop 
payment on a $25,000 check which had been issued to the defendant 
and post-dated to January 15, 1959. On January 14, 1959, State-Wide 
addressed a letter to the defendant payee notifying defendant that it 
had stopped payment on the check. Defendant has admitted receiving 
this letter of notification “not earlier than January 16, 1959.” In the 
meantime, however, on January 15, 1959, the defendant payee endorsed 
the check in the following manner: 


“For Deposit Only 
Meyer Schwartz” 
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Defendant then deposited the check in a regular checking account 
maintained with the Chase Manhattan Bank of New York City. 

In due course, on January 20, 1959, the check was presented to 
plaintiff bank and, through some clerical error, was honored for pay- 
ment. Since the Chase Manhattan Bank in New York City had re- 
quested wire advice as to whether the check was paid or not, the 
plaintiff bank wired Chase Manhattan that the check was paid on Jan- 
uary 20th. Later that same day plaintiff bank discovered its error and 
telephoned the Chase Manhattan Bank and requested that payment 
to the defendant not be made, only to learn that payment had already 
been made to the defendant. Subsequently the plaintiff bank restored 
the $25,000 to the credit of its depositor, State-Wide, and by letter ad- 
dressed to the defendant demanded the return of the $25,000, which 
has been refused. 

Although not relevant to the issues presented on this motion, it may 
be of some interest to indicate the origin of this controversy. It ap- 
pears that the defendant is a real estate broker who, during the months 
of May, June and July of 1958, negotiated the sale of “The Engineering 
Building” in Chicago from State-Wide to a group of New York in- 
vestors. As alleged by defendant, State-Wide had agreed to pay to 
defendant $50,000 as commission on the transaction. After title closed 
on January 5, 1959, a check for $25,000 was given to defendant, which 
was deposited and cleared through the bank. Subsequently a second 
check for $25,000, post-dated to January 15, 1959, was given to the de- 
fendant to complete payment of the brokerage commission. State- 
Wide thereafter issued a “stop payment” order on this second check, 
which is the subject of this action, claiming that there was a failure of 
consideration. 

Discussion 


The vice-president and cashier of the plaintiff bank, by affidavit, 
has stated that its depositor, State-Wide, did not execute any agree- 
ment absolving plaintiff bank if the bank honored the check despite an 
order to stop payment. He further stated, and this has not been con- 
tradicted, that the plaintiff bank restored to State-Wide’s account the 
$25,000 and that therefore the plaintiff has accordingly suffered a loss by 
the refusal of defendant to return the cash proceeds of the check. Under 
the Uniform Negotiable Instruments Law, as well as under Illinois 
law, a drawer can stop payment on his check and the drawee bank is 
thereafter liable to the drawer if the bank pays the check. Ozburn v. 
Corn Exchange National Bank of Chicago, 1917, 208 Ill.App. 155. The 
plaintiff bank, then, properly restored the funds to the account of its 
depositor and is therefore a proper party to bring this action. 

Where a bank makes a payment after notice of a stop-payment order 
by the drawer, the general rule is that the drawee bank cannot recover 
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from the payee. First National Bank of Chicago v. Molesky, 1957, 15 
IlLApp.2d 470, 146 N.E.2d 707. However an exception has been 
created if at the time of presentation and payment the payee has notice 
that payment has been stopped; then the payee has no right to retain the 
proceeds of the check mistakenly paid by the bank. Smith & McCrorken, 
Inc. v. Chatham Phenix National Bank & Trust Co., 1933, 239 App.Div. 
318, 267 N.Y.S. 153. This exception was recognized in the Molesky case 
where the court, in upholding the general rule, stated that the bank 
could not recover unless it could charge defendant with knowledge 
that at the time of the presentation of the check and payment there- 
of he was not entitled to payment. In the instant case the check was 
presented for payment and was paid by the plaintiff bank on January 
20th when it was received in the mail from the Chase Manhattan Bank. 
Since defendant concedes that he had knowledge of the stop-payment 
order on or immediately after January 16, 1959, it is clear that defendant 
had the proper notice prior to the date of presentation and payment 
of the check. 

Defendant, in his brief, draws a parallel between this case and cases 
where banks have mistakenly made payments of overdrafts. The rule 
is that where a drawee pays an overdraft, he cannot recover from the 
payee, except for fraud or material mistake. Oddie v. National City 
Bank of N. Y., 1871, 45 N. Y. 735; Manufacturers Trust Co. v. Diamond, 
1957, 10 Misc.2d 142, 169 N. Y. S.2d 941. However, where the party 
to whom payment was made knew that the drawer’s account was insuffi- 
cient, the drawee may recover from such party. Britton, Bills and Notes, 
§ 187 (1948); Marie Antoinette Realty Co. v. Yorkville Bank, 1924, 123 
Misc. 522, 205 N.Y.S. 395. There is, therefore, nothing inconsistent be- 
tween these analogous cases. 

We come now to a determination of the legal effect of the fact that 
defendant did not have knowledge of the stop-payment order on Janu- 
ary 15, 1959, when the check was deposited with the Chase Manhattan 
Bank in New York, this knowledge being acquired subsequent to de- 
posit for collection, but prior to actual presentment and payment. (The 
defendant claims that he actually deposited the check with the Chase 
Manhattan Bank on January 12th. However, the bank records indicate 
that the deposit was made on January 15th). If Chase Manhattan 
Bank merely acted as an agent for collection of the check, the knowl- 
edge of the payee prior to presentment for payment would be effective 
to preclude payee’s right to retain the proceeds of the check. On the 
other hand, if the Chase Manhattan Bank became a holder in due course 
through a negotiation of the check from the depositor to the bank, then 
it would seem that the payee’s knowledge would not be chargeable to 
the Chase Manhattan Bank, and the general rule would apply. 


The relationship that exists between a depositor and his bank de- 
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pends on the intention of the parties, which is determined from the 
facts and circumstances surrounding the transaction. Martin v. Huber, 
Sup., 1946, 68 N.Y.S.2d 53. Where a commercial paper is deposited for 
collection and where the facts show no other intention or agreement, 
the general rule is that the depositor retains title to such paper. 9 C.J.S. 
Banks and Banking § 221a; In re Bank of Cuba in New York, 198 App. 
Div. 738, 191 N.Y.S. 88. There is some extrinsic evidence, indicated 
by the behavior of the defendant and the Chase Manhattan Bank, that 
the bank was merely an agent for collection. When the check was mis- 
takenly cleared on January 20, 1959, Chase, at the request of the de- 
fendant, notified defendant of this fact. Immediately thereafter, on 
that very same day, the defendant withdrew from his account checks 
amounting to approximately $20,000. In any event, the New York Nego- 
tiable Instruments Law, § 350-a, which is applicable in this case to 
determine the relationship between the defendant and the Chase Man- 
hattan Bank, provides as follows: 


“§ $50-a. Bank as agent for collection 


“Except as otherwise provided by agreement * * * where an item 
is deposited or received for collection, the bank of deposit shall be 
agent of the depositor for its collection * * *.” 


It is also to be noted that the check had on it the following restrictive 
endorsement: 


“For Deposit Only 
Meyer Schwartz” 


By virtue of the New York Negotiable Instruments Law, § 350-c,! this 
restrictive endorsement is interpreted to mean that the bank merely 
becomes an agent for collection of the note, and not the owner. It is 
clear then that the payee is chargeable with knowledge of the stop- 
payment order on the date of presentation and payment. Therefore, 
under the law, the payee has no right to retain the proceeds of the check. 

The real substance of this dispute involving the payment of $25,000, 
is between the defendant and State-Wide Properties, Inc. Although 
the defendant may have a valid and meritorious argument in the dis- 
pute with State-Wide, he may not shift the burden of his lawsuit to an 
innocent party, the plaintiff in this action, by retaining the proceeds 
of this check. 

Since there are no genuine issues as to any material fact, for the 
reasons stated, the plaintiff is entitled to a judgment as a matter of law. 
Let judgment be entered accordingly. So ordered. 

1 “§350—c. Legal effect of indorsements: “An indorsement of an item by the 


ee or other depositor ‘for deposit’ shall be deemed a restrictive indorsement and 
indicate that the indorsee bank is an agent for collection and not owner of the item.’ 
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Statutory Exemption from Tax for Insolvent Banks 
Applies Even Though Bank Had Sufficient Surplus 
to Pay Depositors in Full 


Section 3798 of the Internal Revenue Code of 1939 and 
Section 7507 of the Internal Revenue Code of 1954 in essence 
provide that when a bank has been released from its liability 
to depositors who in lieu thereof accept a lien upon subsequent 
earnings of the bank, no tax shall be paid to the United States 
which shall diminish the assets available for the payment of 
such depositor claims and which are necessary for the full 
payment of them. 

In an action instituted in the United States District Court 
for the Northern District of Ohio, the United States took the 
position that defendant bank in 1952, 1953 and 1954 had 
sufficient surplus to have paid its depositors in full and thereby 
terminate its tax exemption and its failure to do so did not 
obviate its tax liability. 

Although on paper the bank appeared to have had sufficient 
surplus to make the payments it was in fact unable to do so 
because the Superintendent of Banks had determined the 
amounts which could safely be paid by the bank to the deposi- 
tors and the court below found as a fact that the payments to 
depositors would have been reduced by the amount of the taxes 
sought to be assessed. The court of appeals affirmed the judg- 
ment below awarding a refund to the bank. United States of 
America v. The Bank of Leipsic Company, United States Court 
of Appeals, Sixth Circuit—F.2d—. The opinion of the court is 
as follows: 


MARTIN, CECIL and WEICK, Circuit Judges.—Per Curiam. This is 
an appeal from the judgment of the District Court awarding a refund to 
the appellee, The Bank of Leipsic Company, of income and excess profits 
taxes paid for the calendar years 1952, 1953 and 1954 in the total 
amount of $64,276.51. 

The sole issue in the case is whether the bank was exempt from 
such taxes under the provisions of Section 3798 (b) of the Internal 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) §1504. 
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Revenue Code of 1939 and Section 7507 (b) of the Internal Revenue 
Code of 1954. 

The Superintendent of Banks of Ohio closed the bank on January 
18, 1982 and took custody and control of its property and business, sub- 
ject to the jurisdiction of the Court of Common Pleas of Putnam 
County, Ohio. 

On October 11, 1982 the bank was reopened under a plan of re- 
organization approved by the Superintendent of Banks and the Com- 
mon Pleas Court. The plan provided that depositors of the bank 
waive 40% of their deposits amounting to $387,609.11. 

The plan further provided for the protection and repayment to 
the depositors as follows: 


“All securities and other assets which are ordered out of the 
assets of the bank by the State Banking Department are to be 
trusteed for the benefit of all depositors so waiving said forty 
(40%) per cent of their deposits, and the proceeds derived from 
the liquidation, and/or sale of said trusteed assets are to be 
paid from time to time to said depositors until such assets are 
entirely liquidated. 

“It is understood that the stockholders, their heirs or assigns, 
of The Bank of Leipsic Company, shall not participate in divi- 
dends of any kind upon said stock until said depositors shall 
have been paid in full. And until said time, such Undivided 
Profits as may not be required by law and by order of Superin- 
tendent of Banks, held for the benefit of said bank, may be cred- 
ited in the Trustees’ account in which said assets so taken out 
are placed, and shall inure to the benefit of said depositors so 
waiving said forty (40%) per cent of their said deposits. It is 
understood that all of the capital stock of said bank will be 
trusteed, but such trusteeing of said capital stock shall not be 
construed in any way as releasing the stockholders, their heirs or 
assigns, from their constitutional, statutory and individual liability. 
The stockholders, their heirs or assigns, will also agree not to 
transfer any of their property for the purpose of escaping or 
evading payment of their said liability as such stockholders.” 


From time to time payments from undivided profits were made by 
the bank to the depositors, with the approval of the Superintendent of 
Banks and the Federal Deposit Insurance Corporation, and from segre- 
gated assets. The depositors were paid in full in 1955. 

At various times the amounts which the bank wished to distribute 
to its depositors were reduced by the Superintendent of Banks. He 
took the position that to allow the larger payments would result in an 
impairment of the bank’s financial structure. 





TAXATION 139 


It was the theory of the Government that in 1952, 1953 and 1954, 
the bank had sufficient surplus to have paid its depositors in full and 
thereby terminated its tax exemption, and its failure to do so did not 
obviate its tax liability. 

But, although on paper the bank appeared able to make the pay- 
ments, it was in fact unable to do so. The Superintendent of Banks 
acting in conjunction with the representative of the Federal Deposit 
Insurance Corporation determined the amounts which could be safely 
paid by the bank to depositors. The Superintendent of Banks testified 
that it would have placed the bank in jeopardy of closing if he had 
permitted greater payments out of earnings to depositors than those 
actually made. 

The Internal Revenue Code of 1939 provides: 


Section 3798. EXEMPTION OF INSOLVENT BANKS 
FROM TAX. 


(b) Whenever any bank or trust company, a substantial por- 
tion of the business of which consists of receiving deposits and 
making loans and discounts, has been released or discharged 
from its liabilty to its depositors for any part of their claims 
against it, and such depositors have accepted, in lieu thereof, a 
lien upon subsequent earnings of such bank or trust company, 
or claims against assets segregated by such bank or trust company 
or against assets transferred from it to an individual or corporate 
trustee or agent, no tax shall be assessed or collected, or paid 
into the Treasury of the United States on account of such bank, 
or trust company, such individual or corporate trustee or such 
agent, which shall diminish the assets thereof which are available 
for the payment of such depositor claims and which are neces- 
sary for the full payment thereof. 


(26 U. S. C. 1952 Ed., Section 3798.) 

Section 7507 of the Internal Revenue Code of 1954 is substantially 
the same. 

The District Court found and the Government here concedes that 
under the plan the depositors had a lien on the assets of the reopened 
bank which is the first requirement of the statute. 

The only remaining question is whether the tax would diminish as- 
sets available and necessary for the full payment of the depositors. 

R. W. Wortman, Secretary of the bank, testified that if the bank had 
been required to pay federal income and excess profits taxes for the 
taxable years in question, no payments could have been made to de- 
positors. 

The Superintendent of Banks and the Supervisory Examiner of the 
Federal Deposit Insurance Corporation testified that the assessment 
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and payment of the taxes in said years would have, at least, reduced 
the payment to depositors in the amount of the taxes. 

The District Court found as a fact that the payments to depositors 
would have been reduced by the amount of such taxes. 

It was not proved or even claimed that either the Superintendent of 
Banks or the representative of the Federal Deposit Insurance Corpora- 
tion acted arbitrarily, improperly or abused their discretion in limiting 
the payments to depositors to amounts which in their judgment would 
preserve the financial integrity of the bank. 

The findings of fact adopted by the District Judge are abundantly 
supported by the evidence. In our judgment, they bring the case 
clearly within the statutory exemption. 

Chief Judge Kloeb, in an oral opinion, relied on the case of Farmers 
& Merchants Bank v. Commissioner, 175 F. 2d 846 (C. A. 8, 1949), which 
supports his conclusion. He distinguished the case of DeKalb Trust & Sav- 
ings Bank v. United States, 253 F. 2d 53 (C. A. 7, 1958), relied upon 
by the Government, principally on the ground that the depositors in 
that case had no lien upon the assets of the reopened bank which is 
one of the requirements of the statute. 

In the Farmers & Merchants Bank case, supra, the Court said (p. 850): 


It may further be added that the purpose of section 3798 (b) 
manifestly is one of beneficent policy toward the depositors of 
insolvent banks rather than one of exemptive favor to the banks 
themselves. Cf. Clinton Trust Co. v. United States, 52 F. Supp. 
671, 679, 100 Ct. Cl. 348. This purpose may not be lightly ignored, 
in any construction or application of the section, as between the 
Commissioner's or a Collector’s attempt to treat it as a mere 
technical exemption and the right of the depositors of a previously 
distressed bank, who have released the bank from liability for part 
or all of their deposits and have accepted in lieu thereof a lien 
upon the bank’s future earnings, to recoup the amount of their 
released claims. 

The judgment of the District Court is, therefore, affirmed. 


ANTI-TRUST SUIT AGAINST BOSTON BANK DISMISSED 

It has been reported that an anti-trust suit which included 
the First National Bank of Boston and one of the bank’s former 
vice presidents as defendants has been dismissed by a United 
States District Court. The plaintiff, a bowling machine company, 
asked triple damages from the bank and several other defendants. 
After consideration of the evidence the court ruled that there had 
been no participation by the bank or its former officer in a violation 
of any anti-trust law. 
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Action for Benefit of Indemnitor Maintainable 
Against Innocent Bank 


An employee of a corporation embezzled funds and, to 
conceal the embezzlement, she forged the signature of plaintiff, 
the corporation’s president, on a check made payable to the cor- 
poration and drawn on plaintiff's individual account with the 
defendant bank. Upon presentation the check was paid and 
plaintiffs account debited accordingly. Defendant bank 
refused to recredit plaintiff's account and St. Paul-Mercury In- 
demnity Company, obligor under an indemnity bond issued 
to the corporation, also refused to reimburse plaintiff, taking the 
position that the corporation was the sole beneficiary of the 
bond. The indemnity company, however, did advance plain- 
tiff the amount of the check and plaintiff in turn executed a 
“Loan Receipt,” which provided that he was obligated to repay 
the loan only to the extent of any recovery by him from de- 
fendant bank. 


Although the court subscribed to the rule that an indemnitor 
of fidelity who reimburses an indemnitee for a loss resulting 
from the negotiation of forged checks by an employee of the 
indemnitee has no right of recovery from the innocent bank 
which honored the forged checks, the court nonetheless denied 
defendant bank’s motion for summary judgment, concluding 
that the indemnity company had no obligation to reimburse 
plaintiff for his loss and, therefore, that the loan transaction was 
bona fide. Traner v. Crocker Anglo Bank, District Court of 
Appeal, First District, California, 343 Pac. 2d 974. The opinion 
of the court follows: 


O'DONNELL, J.—This is an appeal by plaintiff from a summary 
judgment entered in favor of defendant. 

Plaintiff is President of Traner-Small Co., Inc., a corporation. One 
May Scanlon, an employee of the corporation, embezzled funds of the 
corporation. To conceal the embezzlement she forged plaintiff's signa- 
ture on a check for $3,500, made payable to the corporation, and drawn 
on plaintiff's individual account with defendant. She deposited the 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) §721. 
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check in the corporation’s account with the Bank of America. Upon 
presentation, defendant honored the check and debited plaintiff's ac- 
count accordingly. Upon discovery of the facts, plaintiff demanded 
that defendant credit his account with the amount of the check. De- 
fendant refused. 

At the times here involved there was in effect a fidelity bond exe- 
cuted by St. Paul-Mercury Indemnity Company, as surety, to the 
corporation, as obligee, indemnifying the corporation against losses 
arising from the defalcations of the latter’s employees. Having been 
refused reimbursement by defendant, plaintiff thereupon sought re- 
covery of his loss from St. Paul, claiming that he was protected from 
such loss by the fidelity bond. St. Paul refused payment, on the ground 
that the sole obligee under its bond was the corporation. However, 
St. Paul did advance to plaintiff the sum of $3,500, and plaintiff, in turn, 
executed a “Loan Receipt” to St. Paul, in words and figures as follows: 


“Loan Receipt 
“Dated: August 2, 1957 


“Received from St. Paul-Mercury Indemnity Company the sum of 
$3,500.00 as a loan, without interest, repayable only in the event and to 
the extent of any net recovery the undersigned may make from any per- 
son, firm or corporation in connection with a forged check in the amount 
of $3,500.00, dated June 12, 1957, and drawn upon the Crocker-Anglo 
National Bank, which check was honored by said bank and credited 
to the account of Traner-Small Co., Inc., or from any insurance or bond 
effective in connection with said forged check, and as security for such 
repayment the undersigned hereby pledges to the said St. Paul-Mercury 
Indemnity Company all his, its, or their claims against said persons, 
firms or corporations and any recovery thereon and hereby agrees to 
deliver to St. Paul-Mercury Indemnity Company all evidence of such 
claims as it may have in connection with said forged check. 

“The undersigned covenants that no settlement has been made by 
the undersigned with any person, firm or corporation against whom a 
claim may lie in connection with said forged check and no release has 
been given to anyone in connection with the claim of the undersigned 
against the Crocker-Anglo National Bank in connection with said forged 
check and that no such settlement will be made nor release given without 
the written consent of St. Paul-Mercury Indemnity Company. The 
undersigned agrees to cooperate fully with St. Paul-Mercury Indemnity 
Company and, if necessary, to commence, enter into and prosecute 
suits against such person, firm or corporation who may be liable to the 
undersigned for claims resulting from said forged check in his, its or 
their own name and hereby appoints the managers and/or agents of 
St. Paul-Mercury Indemnity Company as agents of the undersigned to 
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begin, prosecute, compromise or withdraw in his, its or their name, but 
at the expense of St. Paul-Mercury Indemnity Company, any and all 
legal proceedings that St. Paul-Mercury Indemnity Company may 
deem necessary to enforce such claim or claims and to execute in the 
name of the undersigned any documents that may be necessary thereto. 


“Any legal proceedings are to be under the exclusive direction of 
St. Paul-Mercury Indemnity Company. 
/s/ Wm. J. Traner” 


In support of its motion for summary judgment defendant filed 
only the affidavit of Nathan R. Berke, Esq., one of its attorneys of re- 
cord. In his affidavit Mr. Berke makes reference to the deposition of 
plaintiff, in which plaintiff admitted having received the sum of $3,500 
from St. Paul, and incorporates in his affidavit a copy of the “Loan Re- 
ceipt”. The affidavit concludes with the averment, made on information 
and belief, that St. Paul initiated and is maintaining the present action 
on behalf of plaintiff. The affidavit does not aver that St. Paul was ob- 
ligated to pay the $3,500. Plaintiff filed counter affidavits; one, his own, 
and the other, that of an agent of St. Paul. These affidavits were to 
the effect that plaintiff had not, prior to Mrs. Scanlon’s forgery, entered 
into any contract with St. Paul, or any other surety company, for his pro- 
tection against loss by reason of defalcation of any person, and that the 
$3,500 was advanced to plaintiff as a loan only. 


Defendant contends that the payment of $3,500 by St. Paul to plain- 
tiff was not made as a loan, but as reimbursement for plaintiff's loss, and 
that plaintiff is thereby precluded from recovery of this amount from 
defendant. Defendant relies on three cases, which cases we now pro- 
ceed to discuss. 


Meyers v. Bank of America, 11 Cal.2d 92, 77 P.2d 1084, held that 
an indemnitor of fidelity who reimburses his indemnitee for a loss re- 
sulting from the negotiation of forged checks by an employee of the in- 
demnitee has no right of recovery from the innocent bank which honored 
the forged check. The rationale of the decision is that an indemnitor 
has a primary contract liability to reimburse his indemnitee for the lat- 
ter’s losses; that although a bank which pays out funds of a depositor on 
forged checks is liable therefor to the depositor, the depositor’s indem- 
nitor will not be subrogated to the rights of the depositor against the 
bank, because the doctrine of subrogation is a creature of equity, and 
the equities of the indemnitor are no greater than the equities of the 
bank which innocently paid out funds on a forged signature. 


In American Alliance Ins. Co. v. Capital Nat. Bk., 75 Cal.App.2d 
787, 171 P.2d 449, one of plaintiff's employees forged checks which were 
honored and charged against plaintiff's account by defendant bank. 
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Thereafter plaintiffs indemnitor, a bonding company, reimbursed plain- 
tiff for its losses and took from plaintiff a loan receipt agreement. The 
terms of the agreement were substantially the same as the terms of the 
agreement in the case at bar. The court held that the agreement was a 
mere sham, and that the money was in fact paid to plaintiff in discharge 
of its liability under its fidelity bond. The court therefore held: (1) 
That plaintiff had no right of recovery against defendant bank on its 
own account, for that would constitute double recovery; and (2) that 
plaintiff could not recover on behalf of the bonding company because, 
under the rule of Meyers, the bonding company had no enforceable 
right of subrogation against the bank. 


Hensley-Johnson Motors v. Citizens Nat. Bank, 122 Cal.App.2d 22, 
264 P.2d 973, presented a factual situation essentially similar to the 
American Insurance case and the court accordingly denied recovery 
from the bank. 

The major premise of each of the three decisions just discussed was 
the indemnitor’s absolute, contractual obligation to make good the losses 
of its indemnitee. The same premise is not present in the case at bar. 
Here, as we have seen, there is nothing in the affidavits that shows the 
existence of any obligation of St. Paul to reimburse plaintiff for his loss. 
“The affidavit or affidavits in support of the motion must contain facts 
sufficient to entitle * * * defendant to a judgment in the action, * 
* *” Code Civ.Proc. § 437c. So far as appears from the affidavits, the 
transaction between plaintiff and St. Paul amounted to nothing more 
than a loan. The rules established in the cited cases are, therefore, in- 
applicable here. In the present state of the record, there is nothing to 
inhibit plaintiffs maintaining this action against the bank. See Heuer 
v. Truck Ins. Exch., 51 Cal.App.2d 497, 125 P.2d 90, where a loan made 
on terms similar to those in the instant case was recognized for what it 
was—a loan. 

The error into which defendant has fallen (and, apparently, the 
trial court too) is in interpreting the effect of the cited cases to be that, 
under no circumstances can a loan agreement, such as we have here, 
be given effect. It is clear beyond question that none of the cited cases 
so holds, or so intimates. 


We conclude that the affidavits filed herein do not show the existence 
of an obligation of St. Paul to reimburse plaintiff for his loss; that there 
is, therefore, on this showing made no reason for refusing to recognize 
the transaction between St. Paul and plaintiff as constituting merely a 
loan and, consequently, no reason for denying plaintiff the right to 
pursue his remedies against defendant; and that the trial court erred 
in granting defendant’s motion for summary judgment. 

The judgment is reversed. 

DOOLING, Acting P. J., and DRAPER, J., concur. 
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Holder of Note Denied Attorney’s Fees 


Plaintiff bank held a $10,500 demand note which provided 
in part that “all costs and other expenses” attendant to enforcing 
payment of the note shall be paid by the maker or endorser of 
the note. In an action brought by the bank against a maker to 
foreclose a real estate mortgage given to secure the note, the 
bank sought also to recover attorneys fees of $1,037.64 which 
were computed in accordance with a schedule of attorneys 
fees promulgated by a local bar association for collection matters. 


The lower court denied the inclusion of attorneys fees in 
the judgment on the ground that they were not within the in- 
tendment of the phrase “costs and other expenses.” Upon 
appeal, the Supreme Judicial Court of Maine stated that reason- 
able attorneys fees were within the meaning of the phrase, “all 
costs and other expenses” and that such provisions are not 
against public policy. The court, however, affirmed the ruling 
below and held proper the lower court’s refusal to allow the bar 
association fee schedule in evidence. The court felt that the 
collection rates set forth in the bar schedule were not relevant 
to a foreclosure action and that the collection fee of $1,037 
was, in any event, unreasonable for merely commencing a fore- 
closure action. Since the bank offered no other evidence rela- 
tive to the amount of a reasonable attorneys fee, the order below 
was affirmed. Pepperell Trust Company v. Mehlman, Supreme 
Judicial Court of Maine, 154 A.2d 161. The opinion of the 
court is as follows: 


WILLIAMSON, C. J.—On exceptions. The mortgagee objects to the 
refusal of the Court to include an attorney’s fee in a conditional judg- 
ment issued on a writ of entry to foreclose a real estate mortgage. 

On July 6, 1955, Lida E. Mehlman the defendant and Gordon H. 
Mehlman her husband, since deceased, mortgaged certain real estate 
in Cumberland County to the plaintiff bank to secure a demand note 
for $10,500. The note and mortgage contain the following provisions: 


“Demand, protest, notice of dishonor, and all other require- 
ments necessary to hold them are hereby waived, by each and every 
maker of this Note. It is further agreed that all costs and other ex- 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 109 
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penses attendant to enforcing payment of this Note shall be paid by 
the maker and (or) endorser of this note”. 


“, . . Shall pay to said grantee . . . all expenses, if any are in- 
curred, of foreclosure of this mortgage, together with all costs and 
other expenses attendant to enforcing payment of this note with 
interest on said sums .. .” 


In May 1957 Mrs. Mehlman sold the property to defendant Stanley 
C. Zaprzalka who agreed with the bank to make monthly payments of a 
stated amount on the mortgage debt. The position of the defendant 
Sophie V. Zaprzalka is not clear on the record. We may fairly assume 
she is the wife of Stanley C. Zaprzalka and a grantee with him from 
Mrs. Mehlman. 

On August 18, 1958, the bank directors voted that the note in ques- 
tion “be delivered to the bank’s attorneys for collection.” On August 
22, 1958, without notice to Mrs. Mehlman the bank commenced an 
action on the note in the Superior Court in York County and a writ 
of entry to foreclose the mortgage in the Superior Court in Cumber- 
land County. 

Shortly thereafter Mrs. Mehlman sought to pay the amount overdue 
of $192 and to continue with the mortgage payments. In late Septem- 
ber the bank refused the offer, informing her “that since the action was 
already started that we could not accept the check, that it would have 
to be cleared through he office of our attorneys, and I (the treasurer) 
returned the check and the deed to her that day.” 

Under date of September 29, 1958, the attorneys for the bank wrote 
Mrs. Mehlman that “the total amount (of legal expenses) as of today 
is $1,037.64 which are in conformity with the fee schedule of the York 
County Bar Association.” 

The writ of entry with conditional judgment is designed to fore- 
close a mortgage and establish the amount secured thereby. RS. c. 
177, §§ 9, 10, 11. There are two judgments: first, on the title, by a 
jury or, with agreement of the parties, by the Court; and secondly, on 
the amount, by the Court. Ladd v. Putnam, 79 Me. 568, 12 A. 628. 

The amount due is found in the light of equity and good conscience. 
The Court in Eugley v. Sproul, 115 Me. 463, 99 A. 448, at page 444, said: 


“Under a similar statute in Massachusetts, practically identical 
with our own, and another provision of a more general nature, it 
was held that these special provisions as to the judgment give to 
the special writ of entry nearly all of the attributes of a suit in 
equity.... 

“Since redemption is an equitable right, it can be claimed by a 
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mortgagor only on terms of his paying all that is just and equitably 
due under the mortgage, even though the debt should not be re- 
coverable at law, being barred by the statute of limitations ... . 
The sum required for the redemption of the mortgaged premises is 
the same in a suit by the mortgagor to redeem as it would be in like 
circumstances in a suit by the mortgagee to foreclose.” 


See also 59 C.J.S. Mortgages § 534(c). 


The mortgagee is bound by the amount so determined, for example, 
in an action on the note. Fuller v. Eastman, 81 Me. 284, 17 A. 67. 


The presiding Justice ruled that the note and the mortgage did not 
include attorney's fees. We reach a like result with him in the outcome 
of the case but by a different path. 

There is no public policy against the provisions of the note and 
mortgage. Whatever expenses may reasonably and properly come 
within the language used should and ought to be included in a condition- 
al judgment on the mortgage. In our view the language used fairly 
includes reasonable attorney's fees incurred by the mortgagee in pro- 
tecting his position. It is well understood that the services of an at- 
torney are necessary to foreclose a mortgage by means of a writ of 
entry and conditional judgment. 

In Haczela v. Krupa, 219 Mass. 261, 106 N.E. 1004, the Massachu- 
setts Court said on a sale under a mortgage, ““‘. . . including all costs, 
charges and expenses incurred or sustained by him . . . in relation to 
the said property.’ Whatever rightly may be included under ‘ex- 
penses’ in this connection is a part of the debt secured by the mortgage. 
‘Expense’ is a word of somewhat varying significance. But when used 
in mortgages, it has been held to be broad enough to include reasonable 
counsel fees.” See also Graves v. Burch, 26 Wyo. 192, 181 P. 354, 5 
A.L.R. 1216; Leventhal v. Krinsky, 325 Mass. 336, 90 N.E.2d 545, 17 
A.L.R.2d 281; Citizens Nat. Bank of Orange, Va. v. Waugh, 4 Cir., 78 
F.2d 325, 100 A.L.R. 939; 10 C.J.S. Bills and Notes § 108; 7 Am.Jur. 
Bills and Notes §§ 188—142; 87 Am.Jur. Mortgages § 599; R.S. c. 188, § 
2, subd. V (Uniform Negotiable Instruments Act.) 

In certain other methods of foreclosure under the statutes, $25 paid 
in full or partial discharge of an attorney’s fee may be included in the 
amount required to redeem. R.S. c. 177, § 6. There is no such provision 
in forclosure by writ of entry. The provision of a fee of $25 in certain 
types of mortgage foreclosure does not deny the right of the parties to 
contract for payment of a reasonable fee. 

The plaintiff bank in argument seeks to include reasonable attorney’s 
fees incurred by it in the conditional judgment and argues that the fee 
schedule of the York County Bar Association is material evidence thereon. 


The fee schedule reads in part: 
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“Commercial Collections. 

“Definition—Commercial collections are claims against merchants 
or professional men, or others in business as opposed to Retail Col- 
lections, which are claims against consumers. 


“The Schedule of Recommended Uniform Rates of the Com- 
mercial Law League of America shall apply as follows: 


18% on the first $500.00 
15% on the next $500.00 
10% in excess of $1,000.00.” 


The total collection fee on the amount here involved would amount 
to $1,037, or over 10% of the mortgage debt. Such a fee is, in our 
view, unreasonable for the services performed. The bank’s attorney did 
no more than commence foreclosure of a mortgage by one of the statu- 
tory methods. The foreclosure in this instance presented so far as we 
are aware no unusual problems. Neither title nor amount of mortgage 
debt are questioned in the action, except insofar as the attorney's fees 
are concerned. 

There is nothing whatsoever to indicate that the mortgaged property 
was worth less than the debt, or that the bank was of the opinion that 
a deficiency would result on foreclosure. In short, there is no sugges- 
tion that the property on completion of foreclosure (if there were no 
payment) would not pay the bank in full, or that the attorney in any 
reasonable likelihood would be forced to secure and collect a deficiency 
judgment. Flint v. Winter Harbor Land Co., 89 Me. 420, 36 A. 634; 
Mann v. Homestead Realty Company, 134 Me. 37, 180 A. 807. 

The attorney was engaged by the bank to foreclose a mortgage, not 
to collect a commercial debt. The argument of the plaintiff bank goes 
further than the record. We find in the record no suggestion of a claim 
for fees, except for $1,087, based solely upon the collection rates in the 
Bar schedule. There is not the slightest evidence of a reasonable fee, 
for example, for bringing the writ of entry to a successful conclusion, 
or for bringing an action on the note. 

The Bar schedule (assuming without deciding its admissibility) 
added nothing to the determination of a reasonable fee for foreclosure. 
The bank would have gained nothing from its admission, and lost noth- 
ing from its exclusion. 

We need not determine whether the Court without evidence on its 
own observation of services performed could have allowed an attorney’s 
fee, as in a receivership or will case. In the case at bar, as we have in- 
dicated, the bank sought only to include a commercial collection fee. 
The bank, and we may fairly assume its counsel, were not interested in 
establishing a fee on any other basis. It is not the obligation of the 
Court to go beyond the plain request of the plaintiff. 
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The presiding Justice, in the reasons for his decision, said: 


“Certain it is in this case that it seems highly unjust to impose an 
obligation to pay an additional one thousand dollars as ‘cost and 
expense’ on the collection of a demand note with demand waived 
and with the default in payment by a transferee of the property and 
without notice to the maker. 

“We hold therefore that the controversial phrase does not include 
attorney's collection fee. . . .” 


We assume, without intimating an opinion thereon, that the de- 
fendants gained no advantage from the fact that the default was by 
the transferee and that no notice was given to Mrs. Mehlman, the maker 
of the note. 

As we read the record, the all important fact is that the bank has 
failed to offer evidence from which the presiding Justice could have 
found a reasonable attorney’s fee for services to the bank in the fore- 
closure of the mortgage. It would be unreasonable and unjust to base 
such fees upon a schedule for commercial collections. 

The entry will be 

Exceptions overruled. 





Section 1-6(b) of Illinois Savings and Loan Act 
Unconstitutional 


In an action by a savings and loan association against 
private insurance companies to recover premiums paid by the 
association for an insurance policy on its withdrawable share 
accounts, the Supreme Court of Illinois has affirmed a judgment 
for the insurance companies upon the ground that the Illinois 
Savings and Loan Act is unconstitutional insofar as it limits 
savings and loan associations to obtaining insurance on the 
association’s withdrawable capital from instrumentalities of 
the United States or corporations chartered by the United 
States. City Savings Association v. International Guaranty & 
Insurance Co., Supreme Court of Illinois, 162 N.E. 2d 345. 
The opinion of the court in full text is as follows: 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) §1358.2 
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HOUSE, C. J.—This appeal is from a summary judgment of the 
superior court of Cook County holding that City Savings Association 
and its officers could not recover a premium paid by the association for 
a policy of insurance on its withdrawable share accounts. A constitu- 
tional question was presented to and passed upon by the trial court. 

The plaintiff is an Illinois corporation operating under the [Illinois 
Saving and Loan Act. Ill.Rev.Stat.1957, chap. 32, par. 701 et seq. The 
defendant International Guaranty and Insurance Company is a foreign 
corporation qualified to do business in this State, and defendant Mc- 
Adams-Van Wagner, Inc., is an Illinois corporation qualified as a surplus 
line insurance agency. In March, 1958, McAdams-Van Wagner, Inc., 
executed and delivered to the association an insurance policy effected 
with International whereby the withdrawable share accounts of the 
association were insured for a period of one year in the amount of $10,000 
per account. Less than three months later the association sent a written 
cancellation of the policy to McAdams-Van Wagner and demanded a 
return of the unearned premium on the policy. The same demand was 
made on International. The defendants refused to cancel the policy or 
return the unearned premium. The association then commenced this 
action. 

The association contends that under sections 1—6(b) and 1—10(j) 
of the Illinois Savings and Loan Act (Ill.Rev.Stat.1957, chap. 32, par. 
706(b) and par. 710(j),) it had no power to contract with defendants 
for insurance on its withdrawable share accounts and therefore it is 
entitled to a refund of the unearned premium. The defendants argue 
that such sections do not prohibit the association from insuring the 
accounts with them and that if the sections prohibit the purchase of this 
policy they are unconstitutional. The trial court held that the sections 
are unconstitutional since they deprive the defendants of property with- 
out due process of law. 

Section 1-6(b) gives to an association operating under the act the 
power “to obtain and maintain insurance on the association’s with- 
drawable capital by an insurance corporation as defined in this Act.” 
Section 1—10(j) defines an insurance corporation as “The Federal Sav- 
ings and Loan Insurance Corporation, or such other instrumentality of 
or corporation chartered by the United States as hereafter may be 
established for the purpose of insuring the withdrawable capital of sav- 
ings and loan associations.” 

Defendants assert that these sections do not require that an associa- 
tion operating under that act insure its withdrawable accounts exclu- 
sively with the Federal Savings and Loan Insurance Corporation or 
some other Federally chartered instrumentality. As a basis for this 
assertion, they point out that section 1-8 of the act provides that an 
association shall also have any power conferred on a corporation by the 
Business Corporation Act, (Ill.Rev.Stat.1957, chap. 32, pars. 157.1-157.- 





the 
ion 
for 
tu- 


ois 


ign 
{c- 
lus 
IC., 


ed 
‘he 


en 
la 
yas 


his 


ns 


he 
h- 
tg 
V- 


of 


Ve 


ACT UNCONSTITUTIONAL 151 


167,) and that secion 1-6 does not expressly prohibit insurance con- 
tracts with private insurance companies. 

A familiar principle of statutory construction is that the 
expression of one thing in an enactment excludes any other, 
even though there be no negative words prohibiting it. Na- 
tional Home Building & Loan Ass’n v. Home Savings Bank, 181 Ill. 35, 
54 N.E. 619, 64 L.R.A. 399; Swick v. Coleman, 218 Ill. 33, 75 N.E. 807. 
This court has refused on some occasions to apply that principle where 
it would defeat the plainly indicated purpose of the law-making body. 
Patteson v. City of Peoria, 386 Ill. 460, 54 N.E.2d 445; Swick v. Cole- 
man, 218 Ill. 33, 75 N.E. 807. We are of the opinion, however, that 
the specific reference in section 1—6(b) to insurance corporations as 
defined in the act and the precise definition given therefor in section 
1—10(j) reveals a clear legislative intent to exclude any insurance com- 
pany not coming within the definition. 

The final question is whether sections 1—6(b) and 1—10(j) are con- 
stitutional. Defendants argue that they have been deprived of their 
freedom of contract in violation of section 14 of article II of the Illinois 
constitution, S.H.A.; that many saving and loan associations, whose 
financial condition prevents them from obtaining insurance with the 
Federal Savings and Loan Insurance Corporation, have been deprived 
of their freedom to contract in violation of section 14 of article II; 
that special privileges and immunities have been conferred on a 
Federal instrumentality in violation of section 22 of article IV of the 
Illinois constitution; and that they have been deprived of their liberty 
and property without due process of law in violation of section 2 of 
article II of our constitution and of the 14th amendment to the 
Federal constitution. 

Savings and loan associations, like public service companies, are 
subject to a degree of regulation which would be unnecessary and un- 
reasonable in the case of a private corporation. Treigle v. Acme 
Homestead Ass’n, 297 U.S. 189, 56 S.Ct. 408, 80 L.Ed. 575; People 
ex rel. Barrett v. Logan County Building & Loan Ass’n, 369 III. 518, 17 
N.E.2d 4. Such associations are so integrated in the financial structure 
of this State and are so important as a method of promoting home 
ownership and thrift that they must be supervised as a business affect- 
ing the economic security and general welfare of the people of this 
State. Ill.Rev.Stat.1957, chap. 32, par. 702. But the supervision and 
regulation must be confined to purposes reasonably connected with 
the public interest. People ex rel. Barrett v. Thillens, 400 Ill. 224, 
79 N.E.2d 609. 

The sections now under consideration were enacted by the legis- 
lature for the protection of owners of the withdrawable share accounts. 
There is no requirement, however, that savings and loan associations 
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purchase any insurance of this kind. Nor does the record indicate that 
a Federally chartered corporation is or would be more financially 
sound than a private corporation or better able to effectively insure 
the withdrawable accounts than a private corporation. On the con- 
trary, insurance companies and agencies authorized to do business in 
Illinois are subject to regulation, control and supervision by the Illinois 
Director of Insurance. Through such regulation, control and super- 
vision the objective sought under sections 1—6(b) and 1—10(j) may 
be obtained without an outright prohibition against such companies’ 
right to make contracts of insurance on the withdrawable share ac- 
counts. We are of the opinion that these sections are not reasonably 
connected with the public interest and invalidly designate The Federal 
Savings and Loan Insurance Corporation and Federally chartered 
corporations as a favored class without any reasonable basis for the dis- 
crimination against insurance companies and agencies authorized to 
do business in this State. See: Metropolitan Trust Co. v. Jones, 384 IIl. 
248, 51 N.E.2d 256, 149 A.L.R. 1416. The trial court correctly held 
these sections to be unconstitutional. 

Since the pleadings establish that by the terms of the certificate 
of insurance the premium paid was a minimum deposit premium, the 
plaintiff's were not entitled to a repayment of the unearned portion 
thereof in view of the unconstitutionality of the statute which prohibited 
the purchase of insurance from carriers such as the defendants. 

The judgment of the superior court of Cook County is therefore 
affirmed. 

Judgment affirmed. 


OHIO SCHEDULES MEETINGS ON UNIFORM 
COMMERCIAL CODE 


The Ohio State Chamber of Commerce has begun a series of 
meetings to continue through March 11 concerning the proposed 
Uniform Commercial Code which will be embodied in an act 
to be presented to the General Assembly in 1961. The proposed 
code seeks to modify and revise two thirds of the State’s present 
business laws. It has received the prelimary approval of the Ohio 
Bankers Association which had heretofore withheld sanction of 
the Code until it had been adopted in other states. 
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Drawee Bank Not Liable for Paying Post Dated 
Check 


Relying upon Gaita v. Windsor Bank (251 N.Y. 152) to the 
effect that the “common law liability of a bank in regard to a 
specific transaction may be limited provided the limitation has 
the assent of the depositor . . .”, the New York City Municipal 
Court, in an interesting decision, granted judgment to defend- 
ant bank in an action brought by a depositor against a drawee 
bank for paying a postdated check. 


In the usual stop-payment case where Gaita v. Windsor 
Bank controls, the depositor will have signed a contemporan- 
eous stop-payment order containing exculpatory language. 
Here, of course, there was no agreement specifically covering 
the check involved in the suit but the court in holding for de- 
fendant relied upon the signature card executed by the depositor 
when the account was opened. The reverse side of the signature 
card contained “a depositor’s contract” which provided in part 
that the bank would not be liable for payment through inad- 
vertence of post dated items. The court also relied upon the 
fact that the exculpatory language of the depositor’s contract 
also appeared on the reverse side of the monthly statements of 
account which were mailed to the depositor. Kalish v. Manu- 
facturers Trust Company, Municipal Court of the City of New 
York, 191 N.Y.Supp. 2d 61. The opinion of the court follows: 


MARTIN KRAUS, J.—This is an action on a check made by the 
plaintiff in the sum of $250 and dated November 1, 1957. On or about 
October 22, 1957, said check was presented to the defendant, a domestic 
Banking Corporation, for payment, and was inadvertently paid by de- 
fendant. Pursuant to the Agreed Statement of Facts submitted to this 
Court, the payment by defendant or its agents was not willful, wanton 
or carried out with wrongful purpose or design to injure another. 


Plaintiff demands reimbursement for the $250. 


The defendant sets up an affirmative defense alleging that through 
its depositor’s contract with the plaintiff, defendant has limited its lia- 
bility to the plaintiff and that the defendant is not therefore liable for 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) §91. 
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payment through error, inadvertence, negligence of carelessness of 
postdated items. 

From the agreed statement of facts submitted herein, it appears 
that on or about July 9, 1957, the plaintiff opened a checking account in 
the defendant bank and at the same time executed a bank account 
agreement and signature card, agreeing to the terms of a depositor’s 
contract on the obverse thereof. Said agreement entered into between 
plaintiff and defendant provides “* * * that the company will in no 
way be responsible or liable for: certification or payment through error, 
inadvertence, negligence or carelessness of postdated items * * *”. 

In addition, the depositor’s contract appearing on the obverse of the 
monthly statement sent by defendant to plaintiff, and duly acknowledged 
by plaintiff in the Agreed Statement of Facts herein, provides as fol- 
lows: “The depositor agrees that this company will in no way be re- 
sponsible or liable for certification or payment through error, inadver- 
tence, negligence or carelessness of postdated items * * * or for delay 
in executing such requests * * *”. 

The operation of the terms of the depositor’s contract appearing 
on the signature card and bank account agreement, and the depositor’s 
contract, appearing on the obverse of the monthly Statement of Ac- 
count sent to plaintiff, expressly relieved defendant of liability for pay- 
ment of postdated items. 

The provision in the depositor’s contract, agreed to between the 
parties hereto, is unambiguous. 

The Court of Appeals, in Gaita v. Windsor Bank, 251 N.Y. 152, 167 
N.E. 208, 204, held “The common-law liability of a bank in regard to a 
specific transaction may be limited provided the limitation has the 
assent of the depositor. In such a situation the clearly-expressed inten- 
tion of the parties will prevail and the rule of ‘freedom of contract’ will 
be enforced. 

In view of the foregoing, the complaint is dismissed and judgment is 
directed in favor of the defendant. 





CHECKS AND NOTES 
FOR BANK TAX MEN 


By ALLAN J. PARKER of the New York Bar 


Monthly Report of New Developments and Comments 
affecting the Income Taxation of Banks 


Tax Liens and Levies — Payment of Local Taxes 

One of the tax problems faced by a bank arises where it 
holds a mortgage on real property upon which liens have 
arisen both for unpaid Federal taxes of the mortgage debtor 
and for unpaid State and local taxes. The bank’s dilemma 
is that if it does not pay the local taxes, they will often become 
a lien superior to the mortgage under local law: If it does 
pay them, however, will the payment of taxes be regarded as 
an additional amount to be protected under the bank’s prior 
mortgage from the Federal tax lien under I.R.C. Section 
6323(a)? Or to put it another way, will the mortgagee be 
“squeezed” out by the circular priority as it was in United 
States v. City of New Britain, 847 U.S. 81 (1954) and be 
subordinated in effect to both the federal and local taxes? 
The Appellate Division of the New York Supreme Court in 
Metropolitan Life Insurance Company v. United States, 60-1 
U.S.T.C. Par. 9133 (App. Div. 1st Dep’t 1959) held that 
the bank paying such taxes and adding them to the mortgage 
debt under the terms of the mortgage, would not be protected 
from the priority of the Federal lien. The Federal tax lien was 
prior in time to the local tax lien. Therefore, it is first in right 
over the local tax lien and over the payment of such local lien 
by the mortgagee-bank. The Court relied on Christensen v. 
United States, 269 F. 2nd 624 (9th Cir. 1959) and did not 
cite the contrary opinion in United States v. Bond, 59-2 
U.S.T.C. Par. 9605 (E.D. Va. 1959). 


Place for Searching for Tax Lien 
I.R.C. Section 6823(a) protects a bona fide mortgagee or 
pledgee from a Federal tax lien until notice thereof has been 


155 











156 THE BANKING LAW JOURNAL 


filed by the Internal Revenue Service in the office in which the 
filing of such notice is authorized by the law of the State... 
in which the property subject to the lien is situated. From 
time to time questions arise as to where property is “situated” 
for purpose of this section. 


In Solomon v. Gross, 59-2 U.S.T.C. Par. 9758 (D. N.J. 
1959) a fleet of truck trailers was “situated” not at the point 
of their location when the sale to an alleged bona fide purchaser 
was made or even where they may have been used but at the 
domicile of the owners where the Notice of Lien had been 
properly filed by the Government. Noting that trailers are 
extremely mobile and can pass from state to state in a short 
period of time, the Court observed that a contrary ruling would 
require the Government to file notices of tax liens in every 
county and state to which the trailers could be moved. This 
was not the intent of Section 6323(a) (1). 


Again, in United States v. Ullman, 60-1 U.S.T.C. Par. 
9143 a life insurance policy was held to be situated, under 
Pennsylvania law, at the owner’s domicile rather than at the 
home office of the insurance company or the county in which the 
policy was physically located. The Court rejected the conten- 
tion that an insurance policy is a special form of intangible 
property so completely embodied in the certificate that the 
situs of the policy is at the place where the written instrument 
itself is. Again the Court insisted that it was more reasonable 
to ask the bank, the pledgee, to check the county of the insured’s 
domicile for liens than to require the Government to record 
its Notice of Lien in every state to which an instrument as 
easily transportable as a policy of insurance could be taken. 
See United States v. Royce Shoe Co., 1387 F. Supp. 786 
(D.N.H. 1956) in accord. 


It may be noted that the Court reached the same result 
that would be reached under the American Bar Association’s 
proposed reform bill on Federal Tax Liens and Levies which 
specifically provides in proposed Section 6823(k) (8) (D) 
that insurance policies, together with debts, bank accounts, 
securities and other intangibles, whether or not the ownership 
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thereof is represented by a document, shall be deemed situated 
at the residence of the taxpayer at the time such Notice of Lien 
is filed by the Government. 


Release of Tax Liens 

Under I.R.C. Sec. 6325, under certain circumstances, the 
Internal Revenue Service may issue a certificate of release 
of any lien if the tax liability has been satisfied or has become 
legally unenforceable. While the District Director of Internal 
Revenue has the power to issue a certificate of release from such 
a lien, in a suit to secure such a release, the United States 
is still an indispensable party. It, and not the District Direc- 
tor owns the proprietory interest in the lien. The Administra- 
tive Procedures Act does not apply to suits restraining the 
collection of Federal taxes. Whelpley v. Know, 59-2 U.S.T.C. 
Par. 9688 (D. Minn. 1959). 


Examination of Books and Records of a Bank 

I.R.C. Sections 7602 and 7604 affect third parties, such as 
a bank, having control of financial information regarding a 
taxpayer. For the purpose of ascertaining the correctness 
of any tax liability an Internal Revenue Agent has the right 
under these sections to examine any books, records, papers or 
other data which may be relevant or material to his inquiry. He 
may summon any person having possession, custody or care of 
books of account containing entries relating to the business of 
the person liable for the tax and order him to produce such 
books, records, papers or other data. 

It has been ruled that, however, inspection may not be 
obtained for a purpose unrelated to a determination of the 
taxpayer’s correct tax liability—such as for the purpose of 
gathering evidence against him in an unrelated conspiracy 
charge. United States v. O'Connor, 118 F. Supp. 248 
(D.Mass. 19538). 

However, where the Government has a legitimate interest 
in determining a taxpayer’s proper tax liability, it is entitled 
to such inspection even though there may be some other reason 
—such as criminal prosecution of a different person—involved 
as well. Similarly, even though the summons to produce books 
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and records related to a year the tax liability for which is 
barred by the statute of limitations, if the revenue agent 
showed probable cause or reasonable ground for suspicion of the 
existence of fraud (which would remove the bar of the statute 
of limitations), the inspection should be granted. Probable 
cause includes the testimony of witnesses whose testimony, 
although contradicted, was not so incredible as to be beyond 
reasonable belief. Consequently the Court would not sub- 
stitute itself for the Regional Commissioner in resolving the 
issue of fact presented. (Lash v. Mighosian, 60-1 U.S.T.C. 
Par. 9104 (1st Cir. 1959). 


Production of Bank’s Books and Records 


A national bank, incorporated under the laws of the United 
States, had a branch bank in the Republic of Panama. Certain 
records relating to a taxpayer under investigation by the In- 
ternal Revenue Service were physically present in the Panama 
branch. A subpoena was served under I.R.C. Sec. 7602 on 
the main office of the bank in New York City, directing that 
these records be made available for inspection. The Court 
held that the bank had not proved absence of practical control 
over these records in the branch or that on the facts presented 
it would subject its personnel to liability under the laws of 
the Republic of Panama by producing such records. The 
Court of Appeals overruled In re Harris, 27 F. Supp. 480 
(S.D.N.Y. 1939) and ordered production of the records, 
directing the lower court, in the event of non-compliance, to 
explore further in contempt proceedings under I.R.C. Section 
7604 the ability of the bank to comply without subjecting its 
personnel to criminal sanctions under Panamanian law. First 
National City Bank v. United States, 59-2 U.S.T.C. Par. 
9755 (2d Cir. 1959), cert. denied, Jan. 24, 1960. 





FEDERAL BANKING LAWS 
By F. GLOYD AWALT of the Washington, D. C. Bar 


Notes from Washington pertaining to federal banking legislation 


and the regulation of banks by supervisory agencies. 





Legislation 

Mr. Cahill has introduced a bill (H.R. 9314) to prohibit 
the charging of discounts in connection with mortgages insured 
or guaranteed by the Federal Housing Administration or the 
Veterans Administration. The bill provides that no mortgage 
shall be insured by either agency if the mortgagee has imposed 
upon the builder, purchaser, seller, or any other person in con- 
nection with the mortgage or loan any charge, fee, or discount 
in excess of the normal closing expenses prescribed with respect 
to such mortgage or loan by applicable regulations and sched- 
ules. As a condition of eligibility for such insurance or guar- 
antee, the lender must certify that no charge, fee, or discount not 
permitted by this section has been imposed by it. An exception 
is made for commitments issued before the date of enactment of 
the Act. The bill also provides that if any mortgage insured 
or guaranteed by either agency is subsequently sold for an 
amount less than the unpaid principal balance thereof at the 
time of sale, plus accrued interest, such insurance or guarantee 
shall terminate forthwith. 


Mr. Clem Miller has introduced a bill (H.R. 9348) to amend 
the National Housing Act to halt the serious slump in residential 
construction, to increase both on-site and off-site job oppor- 
tunities, to help achieve an expanding full employment 
economy, and to broaden homeownership opportunities for the 
American people. The bill states that the present policy of the 
Federal Housing Administration, insofar as it limits mortgage 
insurance under its regular residential housing program to cases 
involving loans made by corporate mortgagees and other com- 
mercial lenders, is preventing the effective operation of the 
program, particularly in the smaller towns and communities. It 
gives as its purpose the making of mortgage insurance under 
the Federal Housing Administration’s regular residential hous- 
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ing program more readily available in smaller towns and com- 
munities by specifically providing that individuals as well as 
commercial lenders may be approved as mortgagees for pur- 
poses of such program. In addition to proposing amendments 
to the National Housing Act to accomplish this purpose, the 
bill provides that with respect to any mortgage insured by the 
Federal Housing Administration or any loan guaranteed or 
insured by the Veterans’ Administration, where the commitment 
of the Federal Housing Administration or the certificate of 
reasonable value of the Veterans’ Administration was issued 
more than sixty days after the date of enactment of the Act, 
the originating mortgagee shall report to the proper agency 
the amount of any fees, charges, or discounts (except for the 
normal origination fee charges to the mortgagor) paid by the 
builder, seller, broker, sponsor, or any other person in connec- 
tion with or for the purpose of arranging the mortgage or loan. 


Mr. Multer has introduced a bill (H.R. 9356) to supplement 
the Sherman Act and the Federal Trade Commission Act by 
prohibiting automobile manufacturers from engaging in the 
business of financing and insuring automobiles purchased by 
consumers. It seeks to amend these two acts so that it shall be 
an unlawful restraint of commerce for any automobile manufac- 
turer to engage in business directly or indirectly as an auto- 
mobile finance agency or as an automobile insurance agency. 


Mr. Reuss introduced a bill (H.R. 9515) to assist in the 
promotion of economic stabilization by requiring the disclosure 
of finance charges in connection with extensions of credit. The 
bill provides that any person engaged in the business of ex- 
tending credit shall furnish to each person to whom such credit 
is extended, prior to the consummation of the transaction, a clear 
statement in writing, in accordance with rules and regulations 
which the Board of Governors of the Federal Reserve System 
shall prescribe, setting forth the total amount of the finance 
charges to be borne by such person in connection with such 
extension of credit, and stating the percentage that such amount 
bears to the outstanding principal obligation or unpaid balance 
expressed in terms of simple annual interest. The bill further 
provides that any regulation under the Act may be established 
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in such form and manner, may contain such classifications and 
differentiations, and may provide for such adjustments and 
exceptions as in the judgment of the Board of Governors are 
necessary or proper to effectuate the purposes of the Act, or 
to prevent circumvention or evasion, or to facilitate enforcement 
of the Act, or any rule or regulation issued thereunder. Viola- 
tion of the Act is punishable by a fine of not more than $5,000, 
or imprisonment of not more than one year, or both. S. 2755, 
introduced by Mr. Douglas on behalf of himself and others, is 
identical to H. R. 9515 except that it provides that the Board 
shall exempt those credit transactions between business firms 
as to which it determines adherence with the disclosure require- 
ments of this Act is not necessary to carry out the purposes of 
the Act. 


Mr. Mitchell has introduced a bill, H.R. 9634, to amend title 
38, United States Code, to extend the veteran’s home loan pro- 
gram to February 1, 1965; to provide for direct loans to veterans 
in areas where housing credit is otherwise not generally avail- 
able; and for other purposes. This bill would authorize the 
Veterans Administration to invest up to 25% of its National 
Service Life Insurance fund in “veterans’ home loan certificates,” 
at an interest rate of not more than 44%. These certificates 
will also be available to the general public and will be guaran- 
teed both as to principal and interest. The money obtained 
through the sale of the certificates will be used for veterans’ 
home loans. These funds may be loaned anywhere in the 
United States where a veteran is unable to obtain a regular GI 
home loan. Qualified World War II veterans will continue to 
be eligible for VA loans until February, 1965, at which time the 
program for both World War II veterans and Korean War 
veterans will expire. The maximum loan will be increased to 
$17,500, and the veterans and builders will be charged a small 
service fee by the Veterans’ Administration. 


Mr. Addonizio has introduced a bill, H.R. 9914, which 
provides that no member of the Board of Directors of the 
Federal Deposit Insurance Corporation shall be the Comp- 
troller of the Currency or a member of the Board of Governors 
of the Federal Reserve System or members of their staff. His 
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bill seeks to amend the Federal Deposit Insurance Act so that 
the Board of Directors of the Corporation will be composed of 
three members, all of whom shall be citizens of the United 
States to be appointed for a term of six years by the President, 
by and with the advice and consent of the Senate. One of the 
members shall be the chairman of the Board of Directors of the 
Corporation and not more than two of the members shall be 
members of the same political party. 


Board of Governors 
of the Federal Reserve System 


Time Deposits of Trust and Agency Funds in Member 
Banks’ Own Commercial Department. The Board recently 
considered whether, under Regulation D, funds held by the trust 
department of a member bank in an agency capacity may be 
commingled and deposited in a single time deposit in the bank's 
commercial department. The Board pointed out that the regu- 
lations do not preclude classification of a deposit as a time 
deposit merely because the deposit is made in the name of a 
trustee or an agent. Consequently, a deposit of funds made by 
the trust department of a member bank in its capacity as trustee 
or agent may be classified as a time deposit if it is subject to a 
written agreement between the trust and commercial depart- 
ments under which no withdrawal may be made except after 
not less than 30 days’ written notice or a stated maturity 
not less than 30 days after the date of deposit, and if the 
deposit otherwise complies with the definition of a “time 
deposit” set forth in Regulation D. The fact that such deposits 
are made by another department of the same institution makes 
it particularly important that the practice be followed only if 
consistent with sound trust department administration. 

Services under Section 4(a) of Bank Holding Company Act. 
The Board was requested for an opinion as to whether the 
performance of certain functions by a bank holding company 
for four banks of which it owns less than 25 per cent of the 
voting shares is in violation of Section 4(a) of the Bank Holding 
Company Act. In the case considered it was claimed that the 
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holding company engaged in “managing” four nonsubsidiary 
banks, for which services it received “management fees.” The 
company engaged in the following activities for the four non- 
subsidiary banks: (1) establishment and supervision of loan- 
ing policies; (2) direction of the purchase and sale of invest- 
ment securities; (3) selection and training of officer personnel; 
(4) establishment and enforcement of operating policies; and 
(5) general supervision over all policies and practices. The 
question raised was whether these activities are prohibited by 
Section 4(a)(2) of the Bank Holding Company Act, which 
permits a bank holding company to engage in only three cate- 
gories of business: (1) banking; (2) managing or controlling 
banks; and (3) furnishing services to or performing services 
for any bank of which the holding company owns or controls 
25 per cent or more of the voting shares. It was the Board's 
conclusion that in performing the services enumerated, the 
bank holding company was “furnishing services to or perform- 
ing services for” the four banks referred to. Since the company 
owns less than 25 per cent of the voting shares of these banks, 
it follows that these activities are prohibited by Section 4(a) 
(2). 

Reserves of Member Banks. The Board has amended 
Regulation D to carry out the provisions of P. L. 86-114, in 
order to permit member banks to count part of their currency 
and coin in meeting reserve requirements. (See THE BANKING 
Law Journat for August, 1959). 





BANKING BRIEFS 


Digest of current decisions and reports 
in the field of commercial banking 


Bank’s Lien Inferior to Lien of United States 


Arthur Company v. Chicago Paints, Inc. United States District Court, Minnesota, 
175 F. Supp. 50 
Bank to which accounts receivable assigned as collateral security 
for open line of credit neither a mortgagee nor purchaser within mean- 
ing of § 6323 (a) of Internal Revenue Code of 1954 and its claim 
against borrower inferior to claim of United States for taxes. For 
similar decisions see B.L.J. Digest (Fifth Edition) § 821.2. 


Notes Accelerated Where Bank Felt “Insecure” 
Baldwin v. Peoples National Bank, Court of Civil Appeals, Texas, 327 S.W. 2d 616 


Bank allowed to accelerate notes which provided for acceleration 
if holder deemed maker, endorser, the debt or security for the debt 
insecure where bank, based upon objective fact, in good faith felt “in- 


secure”. For similar decisions see B.L.J. Digest (Fifth Edition) § 840. 


Bank Liable for Breach of Warranty 


Citizens Nat'l Trust and Savings Bank v. United States, United States Court of Appeals, 
Ninth Circuit, 270 F. 2d 128 

Where a note insured by the United States under the National 
Housing Act was not enforceable against the maker and the lending 
institution could not be a holder in due course since it had constructive 
notice of misrepresentations by the payee, the United States who paid 
the lending institution was entitled to recover amount paid because of 
lending institution’s warranty that note was valid and enforceable. For 
similar decisions see B.L.J. Digest (Fifth Edition) § 612. 


Bank Draft an Executed Sale of Credit 
International Firearms Co. v. Kingston Trust Co., New York Court of Appeals 6 N.Y. 2d 406 
Where drawer-bank issued draft it was liable to payee’s successor on 
the draft even though payment had been stopped by mutual agreement 
of drawer-bank and depositor, because the purchase of draft resulted 
in an executed sale of credit not subject to recission or countermand. 
For similar decisions see B.L.J. Digest (Fifth Edition) § 1462. 
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BANKING BRIEFS 


State Banking Law Applied to Federal 
Savings and Loan Association 


Petition of Cohen, Surrogate's Court, New York, 191 N.Y. Supp. 2d 751 


Section 394(1) of Banking Law which applies to state savings and 
loan associations and which creates conclusive presumption that title 
vests in surviving joint tenant applied to Federal savings and loan as- 
sociation. For similar decisions see B.L.J. Digest (Fifth Edition) § 1358.2. 


Accommodation Drawer Liable to Payee Holder in Due Course 
Zanetti v. Malonga, Supreme Court, New York, 190 N.Y. Supp. 2d 185 


Accommodation drawer of check liable to payee who is held to be 
holder in due course, where check issued for antecedent debt of third 
person. For similar decisions see B.L.J. Digest (Fifth Edition) §§ 26, 628. 


Jury Question Whether Bank Holder in Due Course 
Home Finance Co. v. Bank of Lafayette, Court of Appeals of Georgia, 110 S.E. 2d 57 


Where officer of bank had dishonored check drawn by depositor to 
order of finance company for insufficient funds and on following day 
allowed depositor to withdraw against uncollected check drawn by fi- 
nance company to depositor’s order, it was a jury question whether 
bank was a holder in due course in suit by bank against finance company 
on check drawn by finance company on which payment had been 
stopped, although, to constitute notice of an infirmity in an instru- 
ment, Georgia Negotiable Instruments Law requires actual knowledge 
of infirmity or defect or knowledge of such facts that taking the instru- 
ment amounted to bad faith. For similar decisions see B.L.J. Digest 
(Fifth Edition) § 630. 





BANKING LEGISLATIVE 
TRENDS IN THE STATES 


New legislative and regulatory developments affecting small loan 
and finance companies, credit insurance, banking and related fields, as 
reported from state capitals and municipalities throughout the nation, 
include the following: 


FLORIDA: A law enacted by the 1959 Florida legislature to regu- 
late installment sales and revolving credit became effective Jan. 1. 

State Comptroller Ray Green said every retail merchant who sells 
appliances, furniture, jewelry or any other type of merchandise on the 
installment plan would have to obtain a license from his office at an annual 
fee of $5. 

Green further noted that the new law sets certain specifications and 
requirements for installment and revolving credit contracts. 

The measure permits a so-called time price differential to cover 
interest and carrying charges of not over 10 per cent a year of the 
original amount of installment contracts and of 1% per cent on the 
monthly balance due under revolving credit contracts. 

Green said violations of the new law are punishable by fines up to 
$500, loss of all carrying charges, and assessment of court costs and 
attorney fees. 


GEORGIA: Loans made by the 748 small loan offices licensed under 
the Georgia industrial loan act totaled nearly $200 million in 1958, ac- 
cording to a report just released by State Comptroller Zack Cravey. 

The comptroller is ex-officio industrial loan commissioner and respon- 
sible for administration of the 1955 Georgia law governing operation of 
firms making loans of less than $2,500. 

Deputy Loan Commissioner Ralph Cadle noted that both small lenders 
represented by the Georgia Association of Finance and Loan Companies, 
and those specializing in larger loans, represented by the Georgia Con- 
sumers Finance Association, are able to function without interference 
from each other under the law. 

“The law,” Cadle said, “was written that way, but before it was 
passed they always had trouble getting together.” 

The report for 1958 showed that licensed industrial loan offices 
made 828,881 loans for a total of $189,296,763. Borrowers were 
charged $17,558,953 in interest and $14,233,979 in fees. 

The loan companies, in addition to an annual license fee of $200 for 
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each office, pay the state a tax of 8 per cent on their interest charges. 

The report also shows that 50,520 of the loans were for less than 
$25; 284,346 for less than $75; 223,616 for less than $200; 184,700 ranged 
from $200 to $600; 58,728 were from $600 to $1,000; and 26,971 ranged 
from $1,000 to $2,500. 

Exempt from the act are banks, building and loan associations, 
some automobile finance firms, and persons making loans at not more 
than simple interest of 8 per cent annually. 

Under the industrial loan act, licensed firms may charge interest not 
to exceed 8 per cent annually on the face amount of the contract. On 
loans under 18 months, interest may be discounted in advance. On 
loans from 18 months to the maximum of two years, interest must be 
added to the principal. 

In addition, a fee of $1 is authorized on the first $600 of a loan, plus 
4 per cent on amounts over $600. The loan firms also may require in- 
surance as security, with such insurance to be obtained from a company 
licensed to do business in Georgia and premiums must not exceed rates 
authorized by the commissioner. 

The only other fees authorized are a $1 delinquency charge and the 
actual cost for filing or recording with a public official loans over $100. 
The law also provides that the borrower at any time may repay all or any 
part of the principal and get a refund on prepaid interest. 

Meanwhile, State Banking Director A. P. Persons said he is sponsoring 
a sweeping new state legislative bill he described as his answer to the 
long-pending controversy over the establishment of branch banks 
throughout the state. 

The proposal would remove any limitation on setting up branch 
banks or facilities in cities over 80,000 population and permit one branch 
bank or facility for each 40,000 persons in cities of up to 80,000. 

The measure also would reduce from 15 to 5 per cent the interest 
a bank holding company may have in a bank. It likewise would restrict 
banks and bank holding companies from lending money to employees 
for the purpose of acquiring interests in other banks. 


MARYLAND: Major lending companies in Maryland will seek 
higher interest rates and broader lending authority from the 1960 state 
legislature. 

One proposal would permit borrowers to make unsecured signature 
loans up to $800. The present limit under the Maryland small loan act 
is $300. This proposal has been endorsed by the Maryland Consumer 
Finance Association. 

Another recommendation already has been approved by the State 
Legislative Council. It would boost the lending limit for secured loans 
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under the Maryland industrial finance act from $1,500 to $2,500. Maxi- 
mum interest limits would increase from 6 to 8 per cent for loans of 
more than $1,500, but would remain at 6 per cent below $1,500. Loan 
companies also would be permitted to raisé their service fees from the 
present ceiling of $20 to $50. 

Under this proposal, borrowing costs would increase charges on 
certain loans by more than 50 per cent. 


MASSACHUSETTS: In setting interest rates on loans up to $1,500, 
the Massachusetts Small Loans Regulatory Board said the rates are the 
same as those set in 1957, with the exception of a % per cent increase 
on loans under $200. 

The rates are as follows: On a monthly basis, 2% per cent up to $200; 
2 per cent for $200 to $600; 1% per cent for $600 to $1,000; and % per cent 
for $1,000 to $1,500. 

The 1957 rates have not been put into effect because the matter has 
been taken to court and is pending in the Supreme Judicial Court. 

The board said the new rates would be effective 60 days after filing 
with the Massachusetts secretary of state. However, it was expected 
that court action again would begin. 

State Treasurer John F. Kennedy opposed increasing the rates for 
loans under $200. 

In another Massachusetts development, a state legislative study 
commission urged that “unfair and outmoded” laws prohibiting area 
banking be repealed and banks in Boston, Springfield-Holyoke, and 
Fall River-New Bedford be permitted to have branches in suburban 
areas. 

The agency, the Masachusetts special recess commission on branch 
banking, called for new legislation that would permit all banks to have 
up to three branch banking facilities in counties adjoining that in which 
their main office is located. 


NEW JERSEY: In his annual message to the New Jersey legislature, 
Governor Meyner called for tighter controls over installment sales. 

He also urged a statewide crackdown on consumer frauds, which he 
charged were becoming more widespread each year. 


NEW YORK: A bill introduced in the New York State legislature 
would require a seller of merchandise under conditional sales contract 
to inform the buyer in writing that he intends to or will factor or dis- 
count buyer’s note for amount due. The bill was listed as S-142 by 
Mackell. 
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Another New York legislative proposal would extend the definition 
of retail seller in the provisions of the state retail installment sales 
act to include the licensor as well as lessor of a department in a shop, 
store or other establishment if liable to customers in respect to gocds 
sold or services furnished. This measure was listed as S-749 by Pierce 
and A-487 by Hanks. 


In another development, the New York State joint legislative com- 
mittee on the banking law said it would introduce four bills providing 
a choice of solutions to banking problems in the New York metropolitan 
area and the rest of New York State. 


Senator John H. Cooke, committee chairman, said the proposals 
would provide alternative solutions to the problem of branch banking 
and other questions that have confronted the legislature for several years. 


One of the bills permits the formation of statewide holding companies, 
subject to approval of the state superintendent of banks and the State 
Banking Board. 


Another provides for the division of the state into two bank holding 
company districts, the first to consist of New York City and the counties 
of Westchester, Rockland, Nassau and Suffolk, the second to cover the 
rest of New York State. It provides that no holding company may be 
formed if more than 45 per cent of its assets are to be held in the first 
banking holding company district unless such assets are less than $750 
million. It defines a holding company in general as a company that owns 
25 per cent of the voting stock of two or more banking institutions. 


The third bill would divide the state into two districts, the first embrac- 
ing New York City and the second the rest of the state. It provides that 
no holding company may be formed if immediately thereafter $1 billion 
or more of its asests would be held in New York City, unless the assets 
of the bank holding company located outside of New York City are less 
than $750 million. 


Both of the last two proposals would require approval for the 
formation and expansion of bank holding companies, if otherwise per- 
mitted. 

The fourth bill would prohibit holding companies from acquiring 
more than 35 per cent of the commercial banking assets in any district. 


Under terms of all of the bills, commercial banks in New York City 
would be permitted to open branches in adjoining counties with a 
population of 1,000,000 or more. This means Nassau County. However, 
no bank in New York City would be permitted to merge with a Nassau 
County bank. Nassau County commercial banks would be permitted 
to open branches in New York City. 


As to savings banks, the bills provide that those in cities with a 
population between 250,000 and 1,000,000 would be permitted to have 
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three branches instead of two. One branch might be located in the 
county in which the bank’s main office is situated, but not more than 
five miles from the city limits. 

However, an additional savings bank branch could not be in a city or 
village with a population of less than 30,000 in which the principal 
office of another savings, commercial or national bank was situated, 
unless such commercial or national bank was a subsidiary of a bank 
holding company. 

In New York City, savings banks would be permitted to open four 
branches in the city, but one of these could be in Nassau County. 
Savings banks in Nassau County would be permitted two branches in that 
county. 

With respect to savings and loan associations, the bills provide that 
all such institutions would be permitted one branch within 50 miles of 
the principal office. Those associations situated in cities with popu- 
lations between 250,000 and 1,000,000 would be permitted three branches 
of which two would have to be within the city. 

In New York City, savings and loan associations would be permitted 
four branches, one of which might be 50 miles from the principal office. 
However, no branch could be opened in a community of less than 30,000 
population that is the site of the main office of another savings associa- 
tion, whether chartered by New York State or the federal government, 
or the principal office of a bank or trust company, state or national, 
unless a subsidiary of a bank holding company. 

The proposed legislation provides for approval by the state superin- 
tendent of banks of purchases of assets of one bank by another and 
for criteria to be used by the superintendent in approving mergers 
and purchases of assets. 

Senator Cooke said a fifth bill would be filed to extend temporarily a 
freeze on the establishment of new bank holding companies until March 
20. Under terms of a bill passed in 1959, the freeze would expire on 
Feb. 15. 


RHODE ISLAND: A resolution to extend for one year the life of 
the State Commission on Revision of the Banking Laws was introduced in 
the Rhode Island legislature by Representatives Eugene F. Cochran of 
Providence and Charles H. Bechtold of South Kingstown. 

The 1l-member agency was created by the state legislature in 1959 
and was to report by next March 15. 

The resolution provides for an additional $5,000 appropriation for the 
commission’s expenses. The commission has been studying ways of 
modernizing Rhode Island’s banking laws, which have not been modern- 
ized in some 50 years. 
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VIRGINIA: A bill to specifically authorize banks to offer revolving 
check credit was prepared for introduction in the Virginia legislature. 

The measure provides that any bank may charge a rate not exceeding 
1 per cent under a written contract for revolving credit on any plan 
which permits the borrower to avail himself of credit. 

It provides for the 1 per cent to be computed on daily, maximum 
calendar, or fiscal month balances. Another provision is made for a 
service fee of 25 cents a check if the bank so desires. 


MARYLAND AND TENNESSEE QUESTION LEGALITY OF 
FHA RATES 


Investors in two states, Maryland and Tennessee, have been 
concerned recently with the legality of the total interest rates on 
Federal Housing Authority loans. It has been reported that in 
Maryland the Attorney General of the State has ruled that the 
prevailing 2% service charge levied by Maryland lenders on 
FHA loans up to $8000 and carrying 53/,% interest violates the 
state’s usury laws. This ruling distinguishes between the ser- 
vice charge and the 12% insurance fee which is added to FHA 
loans. Although the latter boosts the total rate to 61/,%, this 
was held not to violate the usury laws. 

In Tennessee the situation is quite different. There the At- 
torney General was requested to give a ruling on whether or not 
the insurance charge of 2% added to a 53/,% loan would make 
the total rate violate the 6% interest rate in the State. The At- 
torney General declined to give a ruling on the ground that this 
situation could be resolved only by a court. Accordingly a case 
has been brought to compel a mortgage banker in Memphis to is- 
sue an FHA insured loan where these rates would be in effect. 
It is anticipated that this suit will be decided as soon as possible 
by the Chancery Court in order to permit it to be reviewed by 
the State Supreme Court. 











TRUST DECISIONS 


Digest of current decisions pertaining to the law of trusts, wills, 


estates, descent, distribution and corporate fiduciaries 





Hospital Support Payments Deducted from Patient's 
Individual Share of Father’s Estate 


Herring v. Herring, Ohio Court of Appeals, September 19, 1958 


An incompetent son, 47 years old, had been in a mental hospital for 
40 years at the time his father died. During his life the father had never 
made any payments to the hospital for the support of his son. The 
hospital claimed a share of the incompetent son’s distributive share from 
the father’s estate, and the father’s administratrix paid the claim. Issue 
arose whether such payment should be deducted from the incompetent 
son’s distributive share or from the father’s total estate before the amount 
of the individual distributive shares was determined. Held: Liability 
for the incompetent son’s support was primarily with the son himself 
and only secondarily with his parent. Accordingly, it was proper for 
the father’s administratrix first to determine the individual distributive 
shares of the estate and then to deduct the hospital’s claim from the 
individual share of the incompetent son. 


Securities Purchased With Community Funds Remain Community 
Property Despite Contrary Intention of Purchaser 


Hilley v. Hilley, Texas Court of Civil Appeals, September 3, 1959 


A husband purchased securities with community funds, directing that 
they be issued in the joint names of himself and his wife and in such 
form that upon the death of either spouse the survivor would become 
sole owner. The securities were made out in the names of the husband 
and wife as owners and “as joint tenants with right of survivor and not 
as tenants in common.” The securities were kept in the husband’s and 
wife’s safe deposit box and each had equal access to it. After the 
husband died the wife claimed that the securities were her sole prop- 
erty and not community property. Held: Since the securities were 
bought with community funds they remained community property after 
the husband’s death despite the husband’s contrary intention evidenced 
by the language he specified in purchasing them. 
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Remaindermen’s Consent Not a Bar to Surcharge for 
Invasion of Trust Principal 
Estate of Barnett, Surrogate's Court, New York County, New York Law Journal, 
October 2, 1959, p. 12 

The trustee of a testamentary trust invaded the principal for the 
benefit of the widow beneficiary although no authority for the invasion 
existed. At the time of this and subsequent invasions, the trustee ob- 
tained the consent of the three adult remaindermen to the application of 
principal in taking care of any income overdraft at the time of the death 
of the beneficiary. Held: Under New York Personal Property Law, 
Section 15, there could be no agreement to destroy a trust, and the con- 
sents of the remaindermen did not estop them from asserting their rights. 


Administrator of Estate Had no Power to Elect 
Against the Will of Decedent’s Spouse 


Boyer v. Bealor, United States Court of Appeals, District of Columbia, November 5, 1959 


Upon the death of an incompetent’s husband, her guardians ad 
litem recommended that the provisions for her in her husband's Will 
be accepted, and the court entered judgment accordingly after the 
widow’s death. The decendent widow's administrator appealed, con- 
tending that he had the power to decide whether to accept or renounce. 
Held: The administrator had no such authority because the widow 
had no such “right” at the time of her death. In view of her incapacity, 
only the court had the power to decide whether there should be an 
election against the Will. 


Bequest of Property Over Which Decedent Had Power of 
Appointment Was Not Effective Revocation of Trust 
Matter of Chase Manhattan Bank (Lachlan), Supreme Court of New York County, 
New York Law Journal, October 7, 1959, p. | 

Decendent created an inter vivos trust for the benefit of herself and 
then her husband, if he should survive. On the death of the survivor, 
the trust was to terminate and the remainder pass to the issue of the 
settlor. A power was reserved to revoke the trust “at any time... 
without notice to any person other than the Trustee . . . by filing written 
notice . . . with the Trustee.” Decedent bequeathed her entire estate, 
including any property “over which I may have any power of appoint- 
ment, by will or otherwise” to her daughter. Held: The will was not 
an effective exercise of decedent’s power to revoke the trust. 
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No Valid Trust Where Wife was Sole Trustee 
and Beneficiary 


Estate of Sansted, Surrogate’s Court, Westchester County, New York, New York Law 
Journal, October 28, 1959, p. 16 

Decedent died leaving a will naming his wife as sole executrix, sole 
trustee and sole income beneficiary of a residuary trust, and directing 
that she not be required to furnish a bond. Held: No trust was cre- 
ated. The widow would hold the residuary estate as executrix during 
her life estate, but would be permitted to serve without furnishing a 
bond. 


Precatory Language Construed to Direct Bequests 
Estate of McKay, Michigan Supreme Court, October 13, 1959 
The testator “requested” that she be buried in a grave next to her 
husband, and that certain charities share in her residuary estate. Her 
will was contested by her sole heirs-at-law, to whom she bequeathed 
one dollar each. Held: The “request” that the charities take was con- 
tained in the same will provision as her “request” for burial, and the 
“request” was a mandatory direction in view of the manifest intent 
of the testator. 


Summary Judgment Not Available in Proceeding to 
Probate Will 


Estate of Avrutine, Surrogate's Court, New York County, New York Law Journal, 
October 5, 1959, p. 14 

The decendent died leaving a will in which he named his widow 
as principal beneficiary. The decendent’s son objected to the offered 
will on the grounds of fraud and undue influence, and the widow moved 
for summary judgment. Held: The remedy of summary judgment 
would be available in such a proceeding only on rare occasions, but 
under circumstances not here present, where the son’s answering affida- 
vit presented issues of fact. 


Failure to Insert Day in Date Invalidates Holographic Will 
Estate of Carson, California District Court of Appeals. Third District, 
174 A.C.A. 325 (1959) 

Decedent had executed a testamentary instrument in his own hand- 
writing which was dated “May 1948.” The statute recognizing holo- 
graphic wills required, in part, that the instrument be “dated . . . by 
the testator himself”. Held: The instrument was properly denied 
probate since it did not include the day, and was, therefore, not “dated” 
within the meaning of the statute. 
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TRUST AND ESTATE 
TAX DECISIONS 


Digest of current decisions pertaining to the law of taxes 
on trusts, estates and gifts. 





Unused Capital Gain Deduction May be Allowable 
to Beneficiary on Termination of Estate or Trust 


Revenue Ruling 59-392, I.R.B. 1959-50, p. 16 


The Internal Revenue Service has considered the income tax con- 
sequences where, in the taxable year of termination of a trust, the trust 
income consisted of long-term capital gains of 100x dollars and the trust 
had deductible principal expenses of 20x dollars. Held: The trust is 
entitled to deduct (1) 20x dollars of principal expenses, (2) 80x dol- 
lars as the distributions deduction for the remaining trust income dis- 
tributed to the beneficiaries succeeding to the principal, and (3) 10x 
dollars as a long-term capital gains deduction; the 10x dollars excess of 
deductions is allowable to the beneficiary succeeding to the principal 
pursuant to Section 642(h) of the Internal Revenue Code of 1954. The 
ruling would be applicable to estates as well as trusts, but relates only 
to the year of termination, which is not necessarily the year in which 
the event of termination occurs. 


Treasury Bonds Redeemable at Par to Pay Federal Estate 
Tax are Returnable at Market Value 
Bankers Trust Company, Executor v. United States, United States District Court, 
Southern District of New York, November 5, 1959 

The estate included certain U. S. Treasury Bonds of an issue which 
could have been applied at par in payment of Federal estate taxes. 
The executor chose to use some, but not all, of these bonds to pay the 
tax, although the par value of all the bonds was less than the estate 
tax. In obedience to a prior ruling of the Commissioner, the bonds were 
valued at par on the Federal estate tax return, and a suit for refund was 
subsequently brought on the ground that the bonds were properly to be 
valued at their fair market value, which was less than the par value. 
Held: The value at date of death is independent of the possibility that 
the bonds may be subsequently redeemed at par; it is irrelevant that 
the estate may realize a capital gain when the bonds are redeemed. 
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New California Inheritance and Gift Tax 
Regulations Issued 


New regulations relating to the California inheritance and gift tax 
law have been promulgated which supersede and replace the former 
regulations on this subject. The new regulations were effective Decem- 
ber 30, 1959, and reflect changes made in these laws in 1959. While 
many of the changes are a result solely of statutory changes in defini- 
tions and rates, the new regulations also implement discretionary 
authority granted to the Controller, such as the power to give to banks 
or savings and loan associations a general consent permitting delivery 
of deposits belonging to decedents. 


Bar Associations Qualify as Legatees Bequests to 
Which are Deductible 
Dulles et al., Executors v. Johnson, United States Court of Appeals, Second Circuit, 
December 14, !959 

Decedent had bequeathed shares of his residuary estate to the Associ- 
ation of the Bar of the City of New York, The New York County Law- 
yers Association, and The New York State Bar Association. The Com- 
missioner of Internal Revenue and the District Court had held the be- 
quests not deductible, and the executors appealed. Held: Each of 
the Associations is an organization meeting the test of scientific, edu- 
cational or charitable purpose within the meaning of the Internal 
Revenue Code, and the bequests are deductible in computing the 
Federal estate tax. 


Marital Deduction Allowed Only for Property Which 
Actually Passes to Widow 


Estate of John H. Denman, Tax Court of the United States, November 30, 1959 


Decedent's surviving spouse was entitled to $2,500 as property 
exempt from administration and $3,000 as a year’s allowance under the 
laws of Ohio. Under decedent’s will she was given all the personal 
property and a life estate in the real property. No personal proper- 
ty was distributed to her, but it was instead sold to help pay 
debts and charges. The widow advanced her own funds to the execu- 
tors in sufficient amount to pay her the allowance and exempt property. 
Held: The $5,500 did not pass from the decedent to his spouse and 
does not qualify for the marital deduction. 
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Only Part of Gain From Sale of Intestate Decedent's 
Real Estate Required to be Included In Estate’s Income 


Revenue Ruling 59-375, I.R.B. 1959-48, p. 7 


The Internal Revenue Service- has recently considered whether all 
the gains derived from the sale of an intestate decedent’s real property, 
at the suit of the heirs to effect a partition and at the suit of the adminis- 
rator to obtain funds for paying the debts of the estate, are required to 
be included in the gross income of the estate for Federal income tax 
purposes. Held: Only that part of the gain which is proportionate to 
the amount of the proceeds payable to the administrator to discharge 
debts of the estate is required to be included in the estate’s gross in- 
come. The theory of this ruling would appear to be applicable to the 
sale under court order of any real property to which, under state law, 
the executor or administrator is not entitled to possession. 


Computation of Remainder for Estate Tax Purposes 
Not Affected by Decision to Claim Administration 
Expenses as Income Tax Deductions 


Estate of Edward H. Luehrmann, Tax Court of the United States, November 18, 1959 


Decedent bequeathed to charity a remainder interest in a residuary 
trust created under his will. His executors elected to claim administra- 
tion expenses as income tax, rather than estate tax, deductions. Held: 
The principal expenses must be deducted in arriving at the residue 
which would be used to set up the trust, and from which would be com- 
puted the value of the charitable remainder. The deduction for charitable 
bequests is limited to that which the charity will take, and it was the 
payment of the expenses, rather than the purpose for which they were 
deducted, which determined that amount. 











INVESTMENT AND FINANCE 


Edited by OSCAR LASDON 





Savings Bank Investments 


OAL of savings bank invest- 

ment policy has always been 
development of the best possible 
earning power over a period of 
years. Today, recent resurgence 
of competition for savings has 
placed new and increased empha- 
sis on earning power. This increas- 
ed emphasis, states Columbia Uni- 
versity Professor Roger F. Murray, 
compels a re-examination of the 
traditional tenets of investment 
policy and a testing of their ade- 
quacy. 

If savings banks experienced an 
even flow of funds over the busi- 
ness cycle, the problem of invest- 
ment and income would be rela- 
tively simple since it could be 
handled by _ dollar-averaging 
through the cycle. However, the 
behavior of deposit trends tends to 
be perverse; there is a high growth 
rate in periods of recession and 
low interest rates, but a low rate 
of inflow in periods of prosperity 
and high interest rates. And if 
cash inflow is examined (net de- 
posit increase plus cash earnings 
plus mortgage amortization and 
payoffs), the picture is even less 
encouraging. In times of tight 
money, total cash inflow is affected 
by the tendency of mortgage pay- 
ments to diminish. Furthermore, 
as Professor Murray observes, com- 
petition becomes more aggresive 
during periods of tight money, in- 
cluding activities of the U.S. Treas- 
ury in the capital market; also, 
consumers are disposed to spend 
for “big ticket” items and consumer 
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durable goods. On the other hand, 
development of a recession wit- 
nesses less aggressive competition 
and a hesitancy on the part of de- 
positors to withdraw their savings. 

The first half of 1958, a period 
of recession and easy money, found 
deposits of mutual savings banks 
increasing by $1,175,000,000, or 
3.72 per cent. In contrast, a growth 
of less than $500,000,000, or 1.43 
per cent, was experienced during 
first-half 1959 when interest rates 
were high; during the final half 
of the year, the Treasury’s “Magic 
5’s” upset the deposit trend con- 
siderably. This was nothing more 
than a repetition of the experi- 
ence in the previous cycle when a 
growth rate of almost 41/4, per 
cent was witnessed during the 
low-interest-rate first half of 1954, 
which shrank to 2.93 per cent in 
first-half 1957 when interest rates 
were rising sharply. 

How do savings bankers react 
to the economic facts of life 
which dictate this behavior of the 
flow of funds? Professor Murray 
asks this question and answers it 
in turn. “They act systematically,” 
he points out, “to increase its per- 
versity by dividend policies which 
emphasize stability in the rate. 
Dividends tend to be maintained 
even when interest rates decline 
and competition is less active. Con- 
trariwise, dividends are increased 
at a glacier-like pace as interest 
rates rise in a subsequent recov- 
ery.” 

Professor Murray submits that 
savings bank depositors would be 
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much better served by a flexible 
dividend policy which more close- 
ly reflected the current earning 
power potential of the new deposit 
or of the withdrawal not made. He 
suggests the use of split-dividends, 
noting that flexibility can thus be 
introduced without causing wide 
fluctuations in the reward to the 
long-term saver. 


As an illustration, he designates 
4 per cent as a currently appropri- 
ate rate on two-year money, with 
the rate on new funds not far be- 
low this figure. In a subsequent 
recession, he adds, the rate on new 
money could be reduced to 3 per 
cent or even 2'4 per cent before 
changing the long-term rate; this 
differential could be narrowed 
again during the next recovery 
period of rising interest rates. 


Although such a dividend poli- 
cy would not necessarily stabilize 
the behavior of deposits, Profes- 
sor Murray regards it as a positive 
step in the direction of stability in- 
stead of the current opposite 
course. Obviously, this would also 
require adoption of a more imagi- 
native and flexible attitude on the 
part of supervisory authorities in 
those states where dividends are 
controlled. 

While such a flexible dividend 
policy would contribute impor- 
tantly to the goal of developing 
better long-term earning power, 
investment policy also has a speci- 
fic role to play. Here, the Colum- 
bia savant rejects the two kinds of 
investment policy which have 
been repeatedly weighed in the 
balance and found wanting: One 
is the improvement in income 
through permitting a deterioration 
in asset quality of the investment 
portfolio. Experience shows that 


the increase in earning power is 
only for the short run and that the 
yield premium proves inadequate 
for the risks assumed. What proves 
out is a net return over a period 
of years which is lower than that 
available from loans and invest- 
ments of good quality. 

A second discredited investment 
policy is the other extreme. To 
preclude mistakes in the timing of 
portfolio management changes, a 
rigid pattern of asset allocation is 
established which offers minimum 
flexibility. “In this eminently re- 
spectable formula for mediocrity 
of asset management,” declares 
Professor Murray, “the same liqui- 
dity ratios are made applicable at 
all times, reserve buying power is 
established at the expense of earn- 
ings but is seldom used, and 
achievement of an orderly rotation 
of bond maturities is taken as evi- 
dence of successful management. 
The pursuit of this policy will soon 
make the institution non-competi- 
tive in a competitive saving mar- 
Pe 

One flexible approach to port- 
folio management which Professor 
Murray recommends, and one 
which is calculated to build long- 
term earning power in_ spite 
of the perverse behavior of a 
bank’s cash flow, involves the hold- 
ing of equities. Holding is under- 
scored because bankers must have 
the fortitude to resist the tempta- 
tion to realize on paper profits. 
Holding equities by the decade is 
suggested as one of the best ways 
to build earning power. For ex- 
ample, in the case of one institu- 
tion during the five year period 
1954-59, dividends on the common 
stocks owned increased by 30 per 
cent. And even if the rate of 
growth in dividends is not as great 
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in the next five years, Professor 
Murray sees no real competitor to 
a good stock portfolio as the best 
contributor to long-term earning 
power. 

A second component of an effec- 
tive investment policy is described 
as a flexibility reserve or a deposit 
equalization account. This involv- 
es the accumulation of a fund in 
highly liquid form during periods 
of high cash flow and easy money; 
such a fund is reserved for subse- 
quent investment in a period of 
low cash flow and tight money. A 
reserve account maximum of 7 per 
cent of assets is mentioned. It is 
conceded that psychological diffi- 
culties may impede following 
such a contracyclical investment 
policy; it involves acceptance of a 
low return on short-term highly 
liquid assets at a time when yields 
generally are declining. 


Professor Murray’s third recom- 
mendation for an effective invest- 
ment policy requires cultivation of 
the willingness to borrow. Such 
seeking of credit can take the form 
of pushing forward mortgage com- 
mitments, warehousing mortgages, 
or actually borrowing to meet 
withdrawals. In a broad sense, 
this type of borrowing may be re- 
garded as an enlargment of the de- 
posit equalization account or as 
the equivalent of a secondary re- 
serve. Borrowing may not, how- 
ever, be regarded as a substitute 
for a primary reserve in cash and 
short-term Governments for spot 
liquidity purposes. 

Tradition is strongly opposed to 
the notion of borrowing by a mu- 
tual savings bank and it must be 
understood that Dr. Murray does 
not advocate borrowing at all 
times, as so many savings and loan 
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associations make a practice of do- 
ing. However, he does feel that 
borrowing is a better way of pro- 
viding a secondary reserve for 
such contingencies as cannot be 
foreseen or offset, than the tradi- 
tional bond investments approved 
for the purpose. Reasonable 
amounts of borrowing, he re- 
marks, can be repaid from either 
a reversal of unfavorable deposit 
experience or from letting the mort- 
gage portfolio shrink, if bonds can- 
not be sold at favorable prices. 
There is appreciably less exposure, 
he continues, than when reliance 
is placed on three- to five-year 
bond maturities, which have us- 
ually been regarded as eminently 
respectable for a secondary re- 
serve. Again emphasizing the im- 
portance of building long-term 
earning power, Professor Murray 
states that “This means holding 
high grade common stocks for their 
long-term yield and disregarding 
capital gains. It means trying to 
achieve a degree of independence 
from the perverse behavior of de- 
posits through the business cycle. 
It means flexibility in asset alloca- 
tion so that funds are invested in 
whatever market is under the 
greatest pressure at the time, in 
accordance with the adage: “Buy 
what’s in supply!’ Finally, it means 
being willing to borrow when the 
deposit trend turns unpredictably 
sour, even when this means pub- 
lishing a statement which includes 
a conspicious ‘bills payable’ item.” 


Interest Rates 


Because interest rates are today 
at levels not witnessed for many, 
many years, there is some tenden- 
cy to regard them as abnormal. 
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This feeling prevails only because 
we have been through a protracted 
subnormal period. Interest rates 
were depressed to abnormally low 
levels by the long depression of 
the ‘30s and these were adopted 
as a pattern for financing World 
War II. 

During World War II, interest 
rates were stabilized by providing 
the commercial banks with large 
amounts of reserves that permitted 
them to add to their holdings of 
Governments. This program ex- 
panded the money supply and 
added to the inflationary potential 
of the economy. As the record 
shows, it was not until March, 1951 
that pegging of interest rates was 
brought to an end. Now, after 
several years of growth in econom- 
ic output and rising prices, the ex- 
cess liquidity in the economy that 
resulted from these practices has 
at last been soaked up. During 
1959, interest rates finally returned 
to the levels that prevailed in 
periods of high business activity 
prior to the depressed 1930s. 


After establishing this back- 
ground, Dr. Roy L. Reierson, who 
is vice president and economist of 
the Bankers Trust Company of 
New York, refers to the crucial 
question as to whether the turning 
point of interest rates has already 
been passed. 

Those who believe that the 
turning point of interest rates has 
already been passed rely principal- 
ly on the claim that aggregate 
credit demands will decline signi- 
ficantly this year because the 
Treasury will be much less of a 
borrower than it was in 1959. 

Dr. Reierson points out that, ex- 
cluding the Treasury, credit de- 
mands are likely to remain high in 


the aggregate and may even 
mount significantly. Corporate 
demands for bank loans and for 
long-term debt and outside equity 
capital are expected to rise to $12 
billion this year. Estimates for 
1959 range between $9 and $10 bil- 
lion. Borrowing by state and 
local governments is not likely to 
be any less than it was last year. 
As far as residential mortgage debt 
is concerned, the smaller projected 
rise in prospect reflects a decrease 
in funds available for mortgage 
investment, rather than a general 
weakening of the market for 
houses. 


Taxation 


In a critique of the Federal tax 
structure, economist R. L. Weiss- 
man of the New York Stock Ex- 
change firm of W.E. Hutton & Co. 
makes the following observations. 

1. The present personal income 
tax structure is inequitable. It 
promotes resentment, encourages 
avoidance and evasion and does 
not attain the greatest efficiency in 
reaching all available income. 

2. From the standpoint of equi- 
ty, the corporate tax structure is 
indefensible. It tends to retard 
economic growth on two counts. 
It requires industry to envision too 
high a return on investment to in- 
duce expansion of the size to 
generate prosperity; also, it helps 
raise the price level. 

8. Large amounts of capital as- 
sets have been “locked in” by the 
capital gains tax, and this has con- 
tributed to an inflation of stock 
prices. 

Economist Weissman does not 
condemn the present tax structure 
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as being without merit, pointing 
out that it does have anti-cyclical 
features that help provide a meas- 
ure of tax stability—though lean- 
ing too heavily on income taxes. 
He merely inquires as to whether 
revision in strategic sectors can so 
stimulate the economy that cuts 
will probably lead to additions in 
revenue and result in greater 
equity. 

In this connection, he declares 
that the clearest case exists for a 
reduction in the high income 
brackets. Of the $35 billion in in- 
come taxes paid in 1957, $27 bil- 
lion was derived from individuals 
with taxable income up to $4,000. 
The residual $8 billion was paid 
by all other individuals with tax- 
able incomes of $4,001 upward, 
which indicates that changes in the 
higher income brackets mean lit- 
tle in the over-all revenue picture. 
He reports some disposition on the 
part of legislators to be sympa- 
thetic toward a reduction of “ex- 
cess progressivity,” at least to the 
extent of eliminating what seem 
to be purely punitive levies. 

Discussing depreciation, Dr. 
Weissman notes foreign practices. 
Britain allows 25 per cent to be 
added to normal depreciation 
rates and, in addition, allows a 
special tax write-off of 30 per cent 
of the cost of equipment and 15 
per cent on the cost of building 
and structures. More than 50 per 
cent of the cost of most equipment 
in the first three years of asset life 
is permitted in West Germany and 
Canada. A complete write-off 
over a five-year period is allowed 
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in Sweden, with 70 per cent re- 
covery occuring in the first three 
years of service. Revaluation of 
assets through application of an 
inflation factor is the rule in Ar- 
gentina, Brazil, Chile, France, 
Italy and Japan; this enables an 
enterprise to state depreciation on 
a more current cost basis. 

With respect to the capital gains 
tax, reference is made to a propos- 
al of the New York Stock Ex- 
change for a “rollover.” This 
would give the individual taxpayer 
an option to sell a stock in which 
he nad a long-term capital gain 
without incurring an immediate 
tax—providing the proceeds were 
invested in another stock invest- 
ment within a thirty-day period. 
The difficulty with this proposal is 
that it would involve a loss of rev- 
enue. A solution proposed by the 
Investment Bankers Association 
involves reduction of the maximum 
levy to 12.5 per cent, and appli- 
cation of the lowered rate to only 
a small part of the assets disposed 
of in a given year. 

The New York economist calls 
attention to the fact that the pre- 
sent capital gains tax has contrib- 
uted to the high levels at which 
many capital assets sell, largely 
because it tends to “lock up” such 
holdings. He points out that the 
relatively low rate of turnover of 
stocks (“blue chips,” specifically) 
is evidence that tremendous hold- 
ings are being kept off the market 
because of the capital gains tax. 
A reduction in the rate on long- 
term holdings is recommended as 
the change least open to objection. 





BOOKS FOR BANKERS 


EFFICIENT DIVERSIFICATION THE STORY OF INVESTMENT 


OF INVESTMENTS. By Harry 
M. Markowitz. John Wiley & 
Sons, Inc. New York. 1959. 
Pp. 344. $7.50. This Cowles 
Foundation monograph _ ex- 
pounds mathematical techniques 
for the analysis of portfolios of 
securities. The author discusses 
the theory of rational behavior 
under risk and uncertainty, and 
its relationship to problems such 
as the choice of criteria in a port- 
folio analysis. Since computa- 
tions are detailed and intricate, 
this elaborate research study is 
of primary interest to mathema- 
tically trained economists. 


RICARDO ON TAXATION. By 
Carl S. Shoup. Columbia Uni- 
versity Press. New York. 1960. 
Pp. 285. $6.00. Professor Shoup 
has made an exhaustive study of 
early 19th century economist’s 
writings on taxation, his assump- 
tions, his reasoning, as well as 
his indebtedness to and impact 
on other economists of note. Dr. 
Shoup notes the points where 
Ricardo anticipated modern tax 
theory and makes a comprehen- 
sive appraisal of his contribution 
to the theory of taxation. 


COMPANIES. By Hugh Bul- 
lock. Columbia University Press. 
New York. 1959. Pp. 305. $5.95. 
British investment experience 
and the rise of Canadian com- 
panies are discussed, after which 
the author describes the evolu- 
tion of the American investment 
company. In this connection, he 
points out that the development 
of the mutual fund now provides 
the investor with safeguards 
which have hitherto been lack- 
ing. Included is a concise ex- 
planation of the Investment 
Company Act of 1940, as well as 
a glossary of technical terms. 


PENSION FUNDS AND ECO- 


NOMIC POWER. By Paul P. 
Harbrecht, S.J. The Twentieth 
Century Fund. New York. 1959. 
Pp. 328. $5.00. In a compre- 
hensive analysis of the origins, 
operations and impact of pen- 
sion funds, Father Harbrecht 
points out that their assets al- 
ready exceed $33 billion; that 
the annual rate of growth is now 
$4 billion; and that the rate of 
growth is expected to expand 
until 1970. He notes that pen- 
sion funds are in a position to 
affect the balance of forces in 
our economy by their influence 
on the level of savings, the capi- 
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tal markets and the purchasing 
power of millions of workers. 

One sstriking couclusion is 
that our society has passed from 
a property system to a power 
system. In the financial institu- 
tions, declares the author, “the 
concept of ownership has reach- 
ed a dead end and no longer has 
any functional meaning, where- 
as the control over property 
which resides in the managers 
of these institutions is a dynamic 
and powerful force.” 


FUNDAMENTALS OF MUNICI- 
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PAL BONDS. Edited by George 
L. Calvert. Investment Bankers 
Association of America. Wash- 
ington, D.C. 1959. Pp. 149. $2.00. 
In response to a widespread de- 
mand for a simple exposition of 
municipal bonds, the IBA has 
prepared an invaluable explana- 
tion of these obligations and the 
procedures involved in their is- 
suance, marketing, underwriting 
and investing. It is the type of 
concise manual that is most use- 
ful to investment officers who 
need quick, informative answers 
in specific areas. 








